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How to determine whether corporate distributions 


are “essentially equivalent to a dividend” 


by ArtHur H. Moss 


Distributions to stockholders formerly covered by Section 115(c) and (g) are now treated under the 
1954 Code as of two kinds: those distributions in redemplion of stock (now taxed according to its ef- 
fect on stockholder) and those in partial liquidation (taxed according to effect on the corporation) . 
This discussion analyzes the new law in relation to the old, and provides examples showing whether 


under the new law, a distribution would result in the receipt of ordinary income or capital gain. 


PJ NHE PROVISIONS OF THE 1939 Code relating to cor- ards to apply in determining which corporate distri- 
I porate distributions in redemption of stock were butions in redemption of stock should be accorded 
comparatively brief. Section 115(a) provided that any capital treatment, and therefore they were forced to 
distribution made by a corporation to its shareholders develop their own criteria. The large variety of factual 
out of its earnings and profits of the current taxable situations which were litigated resulted in a lack of 
year or accumulated since February 28, 1913, consti- uniformity as to what the proper criteria should be. 
tuted a dividend, and therefore it was taxable as A number of decisions seem to have been based on the 
ordinary income. One exception to this general pro- presence of one or a few factors, but a majority of the 
vision was Section 115(c) which specified that amounts cases, particularly the more recent ones, have indicated 
distributed in partial liquidation were to be treated that the “net effect” of a multitude of factors is deter- 
as in exchange for stock and thus taxed as a capital minative. 
transaction. The term “partial liquidation” was defined In concluding that a distribution was essentially 
in Section 115(i) as “. . . a distribution by a equivalent to a dividend, the courts seemed to empha- 
corporation in complete cancellation or redemption of size the following factors: the distribution was made 
a part of its stock, or one of a series of distributions in pro rata among the shareholders, the stock which was 
complete cancellation or redemption of all or a part redeemed had been issued as a dividend shortly before 
of its stock.” However, Section 115(g) provided that, the redemption, the corporation had paid no dividends 
if the cancellation or redemption was “at such time and or few dividends in the past, there had been a large 


in such manner as to make . . . [it] essentially surplus for a number of years prior to the distribution, 
equivalent to the distribution of a taxable dividend,” it and the distribution was instigated by the shareholders. 
was to be treated as a dividend. This section was a The cases in which the distribution was held to be 


frequent source of litigation, because of the general not essentially equivalent to a dividend seemed to 
language in which it was couched and because it stress the following reasons: few of the factors men- 
imposed a severe limitation on the operation of Section tioned above were present, the distribution was dis- 
115(c). proportionate among the shareholders, the redemption 
terminated the taxpayer's interest in the corporation, 
the stock was redeemed at a price equal to its book 

The dividend equivalence test of Section 115(g) value, and there was a legitimate business reason for 
gave little indication to the courts of the proper stand- making the distribution. The courts seemed to place 


Judicial interpretation of Section 115(g) 
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more emphasis on the presence of a valid business 
reason than on any other single factor. A valid business 
purpose was found in cases in which the redemption 
resulted from a legitimate contraction of the corporate 
business, from the instigation of a creditor of the cor- 
poration, and from the desire to have stock available 
for sale to employees. 

A typical example of the “net-effect” approach can 
be seen in the case of A. C. Ménk in which the Tax 
Court said: 

“No one element is of conclusive importance but 
the confluence of all these factors in a single situation 
plus the regular distribution of cash dividends of 15% 
to 50%; the considerable though not drastic reduction 
of the petitioner’s proportionate stock interest which 
will reflect itself notably in future dividend distribu- 
tions; the origin of the initiative for the redemption in 
the creditor banks and the reluctance of petitioner to 
agree to it; the importance to the corporation of the 
result achieved; the payment for the stock at book 
value, which was greatly in excess of petitioner's cost; 
the fact that no stock dividend had ever been distrib- 
uted by the corporation; the prior history of petitioner's 
repayment in cash in each year of loans obtained 
from the corporation; plus the peculiar and compelling 
background of this case, all seem to place it well 
beyond the intended orbit of section 115(g).” 

At least one court has correctly recognized that the 
use of the term “net effect” to cover this treatment is 
in actuality merely a restatement of the phrase “essen- 
tially equivalent to a dividend.” 

One conclusion which is evident in reviewing the 
numerous decisions under Section 115(g) is that the 
courts applied no definite, uniform tests in ascertain- 
ing which redemptions were essentially equivalent to 
a dividend and which were not. Although many of the 
cases emphasized that the basic criterion was the net 
effect of the redemption, rather than the intent of the 
shareholders or the corporation, the various factors 
examined in determining the net effect indicate that 
the reason or motive for making the distribution was, 
in reality, considered to be of primary importance. 


THE STATUTORY SCHEME OF THE 1954 CODE 


In the 1954 Code, Section 301 is the basic provision 
dealing with distributions of property from a corpora- 
tion to a shareholder with respect to its stock. This 
section states that, except as otherwise provided, the 
portion of such a distribution which is a dividend shall 
be included in gross income and the portion which is 
not a dividend shall first be applied against and reduce 
the basis of the stock and then the remainder shall be 
treated as gain from the sale or exchange of property. 
As under the 1939 Code, a dividend is defined in 
Section 316(a) as any distribution of property by a 
corporation to its shareholders out of its earnings and 
profits of the taxable year or out of its earnings and 
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profits accumulated since February 28, 1913. This pro- 
vision also specifies that, except as otherwise provided, 
every distribution is made out of earnings and profits 
to the extent thereof. Therefore, the effect of the 1954 
Code is similar to that of the prior law, because, unless 
there is a specific provision to the contrary, every dis- 
tribution from a corporation to its shareholders will be 
considered a dividend and thus will be taxed as or- 
dinary income so long as the corporation has either 
current or accumulated earnings and profits. As 
under the 1939 Code, certain distributions in redemp- 
tion of stock constitute an exception to this gen- 
eral treatment and are taxed as capital transactions, 
despite the presence of earnings and profits. However, 
the new Code has made a basic change by splitting 
those distributions which formerly were covered by 
the old Sections 115(¢) and 115(g) into two parts—one 
providing for distributions in redemption of stock 
(Sec. 302), and the other providing for distributions 
in partial liquidation of the corporation (Sec. 346). 
Qualification under the former is determined solely by 
the effect of the distribution on the shareholders, while 
qualification under the latter is determined solely by 
the effect of the distribution on the corporation. 


Redemptions 


A redemption of stock is defined in Section 317(b) 
as an acquisition by a corporation of its stock from a 
shareholder in exchange for property, whether or not 
the stock is cancelled, retired, or held as treasury stock. 
Amounts received in redemption of stock are taxed as 
capital gain or loss by Section 302(a) if the redemption 
qualifies under one of the four conditions set forth in 
Section 302(b). Three of these are specific examples 
and the fourth, which is derived from the old Section 
115(g), states that the redemption must not be essen- 
tially equivalent to a dividend. 

The first of the specific examples provides that the 
distribution must be “substantially disproportionate,” 
and this phrase is carefully defined to mean that the 
redemption must result in « specified decrease in the 
shareholder’s ownership of both voting stock and com- 
mon stock. It is provided that immediately after the 
redemption the ratio which the voting stock owned 
by the shareholder bears to all of the voting stock of 
the corporation must be less than 80 percent of the 
same ratio before the redemption, and this same 
test must be met with respect to the shareholder’s 
common stock. As a further limitation, it is provided 
that after the redemption the shareholder cannot own 
50 per cent or more of all of the classes of voting 
stock. To insure against the possibility of taxpayer 
abuse, it is also specified that a substantially dispro- 
portionate redemption will not qualify under this test 
if it is one of a series of redemptions which in the 
aggregate will not result in a substantially dispro- 
portionate redemption. In order for a distribution to 
qualify under the second specific example, the share- 
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holder’s interest in the corporation must be terminated 
by a redemption of all of his stock. The third example 
is a technical provision of limited application, since it 
is concerned with redemptions of stock by railroads 
pursuant to a plan of reorganization under Section 77 
of the Bankruptcy Act. 

All four tests of Section 302(b) are subject to the 
new and important provisions of Section 318 respecting 
attribution of ownership of stock. Essentially, under 
this section, a taxpayer is considered as owning stock 
held by his spouse, children, grandchildren and par- 
ents, and by partnerships, estates, trusts and corpora- 
tions in which he has a specified interest. The theory 
for introducing these provisions into the Code seems to 
be that, although normally a shareholder’s equity 
interest in a corporation may be basically changed 
by a redemption of some of his stock, in reality it may 
not be basically changed where closely related interests 
continue to hold stock in the corporation. One excep- 
tion to the family attribution rules is made where a 
shareholder wishes to terminate his interest in the cor- 
poration while permitting other members of his family 





DIFFERENCE BETWEEN DIVIDEND AND 
SALE OF CORPORATE STOCK 


The statutory scheme defines dividends as the 
distribution of earnings and profits of the corpora- 
tion and taxes them as ordinary income to the share- 
holder; on the other hand, amounts which a share- 
holder receives from the sale of corporate stock to 
a third person are treated as payment in exchange 
for a capital asset and are taxed as capital gain or 
loss. One of the most perplexing of those situations 
which fall in between these two extremes occurs 
when a shareholder surrenders some of his stock to 
the corporation and in return receives a distribution 
of money or property which may be attributable 
entirely to corporate earnings and profits. The diffi- 
cult problem is to determine which of these trans- 
actions more closely resemble the distribution of a 
dividend and therefore should be taxed as ordinary 
income, and which are closer to a sale of corporate 
stock and thus should receive capital gain or loss 
treatment. The 1939 Code gave little guidance as to 
the proper classification of various situations; it 
merely specified that if a distribution in redemption 
of stock was essentially equivalent to a dividend it 
was to be taxed as ordinary income. As a conse- 
quence, a wide area was left to judicial and admin- 
istrative discretion with resulting uncertainties to 
taxpayers. Although the 1954 Code continues the 
dividend equivalence test employed under prior 
law, it also contains new provisions which are in- 
tended to make the statutory indicia more definite 
and thus to provide greater certainty. 














to continue to own stock in it. Section 302(c)(2) pro- 
vides that in such a case a redemption of the share- 
holder's stock will qualify under Section 302(a) if the 
following conditions are met: (1) after the redemption 
the shareholder has no interest in the corporation other 
than as a creditor, (2) he does not acquire an interest 
other than by inheritance for ten years thereafter, (3) 
he had not acquired within the ten-year period prior 
to the redemption stock from a person whose stock 
would be attributed to him in a transaction having tax 
avoidance as a principal purpose, (4) such a person 
had not acquired stock from the shareholder within 
the same period in a transaction having tax avoidance 
as a principal purpose, (5) he complies with the regu- 
lations prescribed by the Secretary. 


Partial liquidations 


Section 331(a) (2) of the new Code specifies that 
distributions in partial liquidation are to receive capital 
gain or loss treatment, and Section 346 defines partial 
liquidations. The pattern of Section 346 is similar to 
Section 302 in that there is a general standard followed 
by a specific example. The general standard again 
draws on the dividend equivlance test of Section 
115(g) of the 1939 Code. A distribution in redemption 
of part of the stock of a corporation qualifies as a 
partial liquidation if it is not “essentially equivalent 
to a dividend” and it is made pursuant to a plan and 
within a prescribed period. There is also, as in the old 
Code, a provision what one of series of distributions in 
redemption of all of the stock of the corporation qual- 
ifies as a partial liquidation. A distribution comes 
within the specific example if all of the following con- 
ditions are met: (1) the distribution is attributable to 
the corporation’s ceasing to conduct a trade or business, 
or it consists of the assets of a trade or businesss, (2) 
after the distribution, the corporation actively con- 
ducts a trade or business, (3) both trades or businesses 
were actively conducted throughout the five-year pe- 
riod prior to the distribution, and (4) neither of the 
trades or businesses was acquired within this five-year 
period in a transaction in which gain or loss was 
recognized. In contrast to redemptions under Section 
302, the rules as to constructive ownership of stock 
are not applied to partial liquidations. 


The dividend equivalence tests of Sections 302 and 346 


Under the House Bill the dividend equivalence 
standard was eliminated, and, in order for a distribu- 
tion to qualify for capital treatment, it had to meet the 
requirements of one of the carefully defined tests which 
were set forth in two provisions—one dealing with 
redemptions and the other with partial liquidations. 
The aims of the House Ways and Means Committee 
were to make prior law more definite and to prevent 
tax avoidance devices which had received judicial 
sanction under the 1939 Code. Although the Senate 
shared these views, it concluded that flexibility should 
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not be completely sacrificed for legislative certainty. 
The final result was that the House approach of setting 
forth specific examples in separate statutory provisions 
was continued but that the preciseness of the House 
Bill was destroyed by introducing the broad dividend 
equivalence test of the prior code into each section. 

The Senate Finance Committee Report states that, 
in interpreting Section 302, the examination is to be 
limited to what has occurred on the shareholder level 
and that the interpretation of Section 346 is to be con- 
ducted solely on the basis of what has taken place on 
the corporate level. This seems to be the only logical 
inference which can be drawn from the statute itself, 
because there appears to be no other reason for having 
divided those transactions which formerly were cov- 
ered by Sections 115(c) and 115(g) into two statutory 
provisions. Moreover, the substantially disproportion- 
ate test and the termination of interest test of Section 
302 are directed toward the effect of the distribution 
on the shareholder, whereas the two-business example 
of Section 346 is directed toward certain activities of 
the corporation, without regard to the effect on the 
shareholder. In conformity with this approach of the 
Senate Report, a redemption of stock under Section 302 
would be considered on a shareholder-by-shareholder 
basis, and, therefore, when a corporation redeems the 
stock of a number of its shareholders, the distributions 
to some of them may be taxed as a dividend even 
though the distributions to others are treated as capital 
transactions. On the other hand, all of the shareholders 
who receive a portion of a distribution would be taxed 
in the same manner if the transaction is considered 
under Section 346, since the examination is made solely 
on the corporate level. 


Circumstances affecting shareholders 


It is not clear, however, what circumstances are to be 
examined in order to determine under Section 302 (b) 
(1) whether or not the effect on the shareholder is 
such as to make the distribution essentially equivalent 
to a dividend. The Senate Report states that in general 
the test is to be the one which was employed under 
Section 115(g). But this does not provide an easy 
solution, since the decisions under the 1939 Code were 
not focused solely at the shareholder level or the cor- 
porate level, but were based on a number of factors, 
some of which had an effect on the shareholders and 
some of which had an effect on the corporation. Never- 
theless, it is apparent that under the prior law one 
reason for taxing a redemption as a dividend was that 
it was made pro rata among the shareholders and two 
reasons for taxing a redemption as a capital transaction 
were that it terminated the shareholder's interest in 
the corporation or that it was not pro rata. The pro- 
posed Regulations indicate that ordinarily pro rata 
redemptions will not come within the dividend equiv- 
alence test of Section 302. Since one of the specific 
examples provides automatic capital treatment for a 


shareholder whose interest in the corporation has been 
terminated by the redemption and since the substan- 
tially disproportionate test prescribes the same treat- 
ment for one type of non-pro-rata redemption, it would 
seem that distributions which will qualify under the 
dividend equivalence standard of Section 302 will be 
limited almost completely to certain modifications of 
these specific examples. The Senate Report also states 
that “in applying [the test employed under Section 
115(g) | the inquiry will be devoted solely 
to the question of whether or not the transaction by 
its nature may properly be characterized as a sale of 
stock by the redeeming shareholder to the corporation.” 
Although the meaning of this statement is in doubt, 
a possible interpretation is that any redemption which 
would otherwise come within the dividend equivalence 
test of Section 302 will be taxed as ordinary income if 
it was not a bona fide transaction and was undertaken 
for the purpose of tax avoidance. 


Circumstances affecting corporations 


The Senate was somewhat more precise as to what 
should be considered on the corporate level in deter- 
mining whether a distribution meets the dividend 
equivalence test of Section 346. The Finance Commit- 
tee Report states that: 

“Primarily this definition [of partial liquidation] 
involves the concept of “corporate contraction’ as devel- 
oped under existing law. It is intended that 
a genuine contraction of the business as under present 
law will result in partial liquidation.” 

Although it is not clear from the cases decided under 
Section 115(g) what constitutes a “genuine contrac- 
tion,” there are several statements in the Statute and 
Report which indicate the types of situations which 
may be held to fall within the meaning of this term. 
In the first place, Section 346(a) (2) provides that the 
two-business test of subsection (b) is an example of 
a distribution which is not essentially equivalent to a 
dividend. This indicates that some cases in which there 
is a contraction resulting from the liquidation of one 
of two businesses may qualify under the dividend 
equivalence test although they do not meet all of the 
requirements of the specific example. Secondly, both 
the Senate Report and the Proposed Regulations spec- 
ify that the case of Joseph W. Imler (11 T.C. 836 
(1948), acq. 1949-1 Cum. Bull. 2), is one example 
which will qualify as a genuine contraction and that 
a distribution of a reserve for expansion will not qual- 
ify. In ascertaining whether or not a particular set of 
circumstances constitutes a genuine contraction, the 
courts probably will analyze it in light of the factozs 
present in these two types of situations. 

There is no clear indication as to whether the inquiry 
on the corporate level can extend beyond the question 
of corporate contraction. However, the Senate Report 
states only that the definition of partial liquidation 
primarily involves the concept of corporate contraction, 
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and the Proposed Regulations are to the same effect. 
Moreover, the use of the same general test in Section 
346(a) as was employed in the 1939 Code may prompt 
the courts to apply the prior case law, particularly the 
business purpose test, to the cases arising under the 
new Code. 


Overlapping distributions 

The final problem to be considered in interpreting 
the statutory scheme involves distributions which meet 
the requirements of one of the specific examples and 
also qualify under the dividend equivalence test and 
distributions which come within both Section 302 and 
Section 346. Any case which qualifies under the two- 
business test of Section 346(b) will also qualify under 
the dividend equivalence standard of Section 346(a) 
and there is no advantage to the taxpayer to argue 
that the distribution falls under the latter provision, 
since the result in either case would be the same. 
Section 302(b)(5) provides that failure to meet the 
requirements of any of the specific examples of Sec- 
tion 302 is not to be taken into account in considering 
whether a transaction qualifies under the dividend 
equivalence test of Section 302(b)(1). If a redemp- 
tion terminates the taxpayer’s interest in the corpo- 
ration and also comes within Section 302(b)(1), it is 
to the taxpayer’s advantage to contend that the re- 
demption should be treated under the latter provision, 
because it is not subject to the restriction as to the 
acquisition of an interest in the corporation within the 
ten years following the redemption. If a distribution 
falls within both Sections 302 and 346, it is to be taxed 
under the latter provision. However, according to the 
proposed Regulations, it is possible for a portion of 
a distribution to qualify under Section 346 and the 
remainder under Section 302. But, since the rules of 
constructive ownership of stock are applicable to Sec- 
tion 302 and not to Section 346, the taxpayer should 
maintain in every case in which these rules might apply 
that the distribution to him comes within the latter 
section. 


SPECIFIC APPLICATIONS OF THE 1954 CODE 


Although the 1954 Code retains the dividend equiva- 
lence standard of the 1939 Code, it would seem to 
create certain new problems because of the separate 
treatment of redemptions and partial liquidations and 
because of the insertion of the specific examples in both 
Sections 302 and 346. In order to point out some of 
these problems, an analysis of the dividend equiva- 
lence test will now be made through a series of hypo- 
thetical cases which are based primarily on situations 
that arose under the 1939 Code. 


Section 302 redemptions not qualifying 


Corporation X has issued only one class of stock of 
100 shares. A owns 50 shares, A’s son owns 25 shares, 


and the remaining 25 shares are owned by a trust in 
which A has a life estate. The trust was set up under 
the will of A’s former business associate, who was a 
bachelor, and has been administered by a trustee who 
has voted the stock and acted completely independent 
of A. A person, unrelated to A, is the remainderman of 
the trust, and A’s life estate, computed on an actuarial 
basis, is a 15 percent interest. Corporation X redeems 
A’s 50 shares. 

If this case had been decided under the 1939 Code, 
the redemption would not have been taxed as a divi- 
dend, because A would not have been considered as 
owning his son’s stock or that of the trust and thus the 
redemption would have terminated his interest in the 
corporation. However, under the 1954 Code the re- 
demption of A’s stock cannot qualify under the termi- 
nation of interest test of Section 302(b)(3) because 
of the operation of the rules attributing ownership of 
stock. Although Section 302(c)(2) would permit A’s 
interest in the corporation to be terminated despite 
his son’s continued ownership of stock it does not 
apply to the shares owned by the trust; therefore, A 
still has attributed to him 15 percent of the stock held 
in trust, or 3.75 shares. Moreover, the attribution of 
ownership rules prevent this redemption from qualify- 
ing under the substantially disproportionate test of 
Section 302(b)(2), because Section 302(c)(2) is 
not applicable to this provision and thus A will be con- 
sidered as owning his son’s 25 shares as well as 3.75 of 
the shares held by the trust. Consequently, although 
the redemption comes within the 80 percent ratio 
requirement it fails to meet the limitation that A own 
less than 50 percent of the voting stock following the 
redemption. 

Since the redemption to A fails to come within either 
of the specific tests, the question arises as to whether 
it would qualify under the dividend equivalence stand- 
ard of Section 302(b)(1). A could advance two argu- 
ments that the distribution to him should come within 
the dividend equivalence test. First he could point out 
that the only reason the redemption fails to qualify 
as terminating his interest is because of the construc- 
tive ownership of 3.75 of the shares held in trust, and 
that, since he does not have control over the activities 
of the trustee, he would not have been able to force 
the latter to dispose of the stock held by the trust. 
Therefore, it could be maintained that the redemption 
should qualify as not being essentially equivalent to 
a dividend on the basis that A has made a bona fide 
attempt to terminate his interest, which was Congress’ 
aim when it inserted the attribution-of-ownership pro- 
visions. This situation is distinguishable from a case in 
which a second corporation, Corporation Y, holds the 
25 shares and A owns 51 percent of the stock of this 
second corporation. In such an instance, the construc- 
tive ownership rules would attribute to A 51 percent 
of the 25 shares in Corporation X. The factor which 
differentiates this case from the one in which the trust 
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holds the 25 shares is that A, by his control of Corpora- 
tion Y, can force it to dispose of the 25 shares held in 
Corporation X, and thus he has not done all within his 
power to terminate his interest in Corporation X. 
A’s second argument would be that since the divi- 
dend equivalence test was inserted by the Senate to 
permit some flexibility because the mathematical 
precision of the standards in the House Bill “appeared 
unnecessarily restrictive,” a case which almost meets 
the requirements of the termination of interest test 
should qualify as not being essentially equivalent 
to a dividend. The weakness of both of these argu- 
ments is that Section 302 sets forth a definite method 
by which a shareholder can qualify for capital treat- 
ment by terminating his interest in the corporation. 
When, as in this case, the shareholder fails to come 
within this test, it can be maintained that the transac- 
tion should be taxed as a dividend or the specitic 
examples will have little meaning. Furthermore, if the 
redemption were held to be within the dividend equiv- 
alence test, A would be in a more advantageous posi- 
tion than if it had come within the termination of inter- 
est test, because the restriction with respect to A’s 
acquiring an interest in Corporation X for the ten-year 
period following the redemption applies only to the 
latter provision. Thus, where the Statute specifically 
allows an exception to the constructive ownership rules, 
A would be in a more restricted position than where it 
makes no exception. 


Dilemma of equivalence test 


Basically, this situation presents a dilemma. If the 
cases which are close to the specific tests are held to 
be within the dividend equivalence standard, the 
former have little meaning. On the other hand, if these 
cases are not treated as within the dividend equiv- 
alence test, it has little meaning; since qualification 
under Section 302 is limited to an examination of the 
effect of the distribution on the shareholder level, the 
dividend equivalence test of this section would seem 
to be limited to cases in which there is some change 
in the shareholder's interest in the corporation, and 
such cases are, in effect, modifications of the specific 
examples. This dilemma is emphasized in the hypo- 
thetical example, because, as was pointed out above, 
the taxpayer could avoid the restriction as to acquiring 
an interest in the corporation by having the distribution 
to him treated under the 
standard. 

The Code suggests a method of avoiding this dilem- 
ma. Section 302(b) (5) provides that “in determining 
whether a redemption meets the requirements of [the 
dividend equivalence test] . . ., the fact that it fails 
to meet the requirements of . . . [the specific examples | 
shall not be taken into account.” The conclusion is that 
the specific tests are of little effect, except to give 
capital treatment to transactions coming exactly within 
them and to provide an indication of the proper inter- 
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pretation to be placed on the dividend equivalence test. 
The dilemma, therefore, is merely avoided but not 
removed. 


Seller paid out of surplus 


A and B own the X Corporation which they wish to 
sell to C and D. The corporation has a large earned 
surplus and possesses a large amount of readily dis- 
tributable assets, including cash and Government 
bonds. Both C and D are unable to pay for the large 
surplus and are unwilling to acquire it because of 
attendant tax liabilities. Accordingly, C and D pur- 
chase 20 percent of A’s and B’s stock for an amount 
equal to the value of the corporation’s operating assets, 
and A and B agree to have the corporation redeem the 
remaining shares of their stock. 

This situation is essentially the same as the one 
presented in Zenz v. Quinlivan (213 F.2d 914 6th Cir. 
(1954), acq. Rev. Rul. 458), and it raises problems of 
the proper tax treatment of both A and B and C and D. 
It will be considered first from the standpoint of the 
sellers and then from that of the buyers. Under the 
1939 Code the redemption of the sellers’ stock probably 
would not have been held to be equivalent to the dis- 
tribution of a dividend to them, even though it was 
pro rata and there was no business purpose, since it 
terminated their interests in the corporation. However, 
if the situation was reversed and the 80 percent of the 
stock was first redeemed by the corporation and then 
the balance of the stock was sold to C and D, the result 
under the 1939 Code was not as clear; there was a 
much greater possibility that the redemption would 
have been taxed as a dividend because it did not 
terminate the interests of A and B, it was made pro 
rata and there was no business purpose. The 1954 
Code would seem to perpetuate this distinction. Where 
the stock is sold first and then the redemption occurs, 
the transaction would fit within the termination of 
interest test of Section 302(b) (3). On the other hand, 
if the events occur in the reverse order, it would seem 
more probable that the distribution to A and B would 
be taxed under Section 301. The distribution is made 
pro rata to A and B and therefore effects no change on 
the shareholder level, which would seem to be required 
for qualification under the dividend equivalence stand- 
ard of Section 302 unless this test encompasses some 
pro rata redemptions because of the showing of a valid 
business purpose. However, the courts might accept 
the argument in the latter case that the distributions to 
the sellers should be given capital treatment because 
the transaction is an integrated one, the ultimate 
effect of which is to terminate their interests in the 
corporation. 

With respect to the buyers, the approach under both 
the 1939 and 1954 Codes revolves around the question 
of whether the distributions to A and B should be con- 
sidered as ordinary income to C and D. Under the old 
Code, if the obligation to acquire the sellers’ stock was 
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solely that of the corporation, the redemption of that 
stock was not considered as a dividend to the buyers. 
Thus in Ray Edenfield (19 TC 13 (1952), acq. 1953-1 
Cum. Bull. 4), the corporation redeemed stock from 
the sellers and issued second mortgage bonds in pay- 
ment thereof. The subsequent payments on these bonds 
by the corporation were held not to be taxable to the 
purchasers since the bonds were the obligation of the 
corporation and in no sense that of the buyers. A sim- 
ilar result was reached even where the buyers them- 
selves acquired the stock but were able to show that 
they were acting merely as the agents of the corpora- 
tion and that the obligation to acquire the stock was 
actually that of the corporation. If, on the other hand, 
the buyers were personally obligated by the purchase 
agreement to obtain the sellers’ interests, a redemption 
of the sellers’ stock by the corporation was considered 
as a dividend distribution to the buyers, on the theory 
that the corporation discharged the debt owed by the 
buyers to the sellers. This distinction based on whether 
the acquisition of stock is the obligation of the buyers 
or of the corporation can be continued by the courts in 
interpreting the new Code because there is nothing in 
the statutory scheme which would eliminate it. 


Effect of continuing doctrine 

The effect of these doctrines which were developed 
under prior law and which would seem to be per- 
petuated under the 1954 Code is to permit the corpora- 
tion’s surplus to be used to accomplish the purchase of 
the corporation with no tax on the buyers and with 
capital treatment to the sellers. One justification for 
this is that the same result could be achieved through 
a purchase and liquidation. C and D could purchase 
A’s and B’s stock for cash and notes, using the stock 
acquired as the security for the notes. C and D then 
could completely liquidate the corporation and utilize 
the proceeds to pay off the notes. In such a situation A 
and B would be given capital treatment and presum- 
ably there would be no tax on C and D, since the pur- 
chase price of the stock would reflect the total value of 
the corporation’s assets. However, this plan would re- 
quire that the business be operated in the future as a 
partnership. If C and D wished to continue operation 
in the corporate form, they could organize Corporation 
Y, contribute the amount of money to it that they intend 
to pay for the operating assets of Corporation X, and 
receive in return Corporation Y’s stock. Corporation X 
then could adopt a plan of complete liquidation and 
sell its operating assets to Corporation Y for the cash 
contributed by C and D. If Corporation X completely 
liquidated within one year following the adoption of 
the plan of liquidation, it could distribute all of its 
remaining assets, including those attributable to its 
earnings and profits, to A and B with no tax on C and D 
or on the corporation and with A and B receiving 
capital gain or loss treatment. In both the case of the 
redemption and the case of the purchase and liquida- 


tion the basic reason for this favorable tax treatment 
would seem to be that the sellers are terminating their 
interests in the corporation and the buyers own a cor- 
poration which does not have all of the assets it 
possessed prior to the sale. 


Distributions under Section 346 (liquidations ) 


The dividend equivalence provision in Section 
346(a) (page 68) can best be interpreted by first 
examining the two-business test contained in Section 
346(b), because the specific test is prescribed by 
statute to be one example of a distribution which is 
within the general provision. 

Although the two-business partial liquidation de- 
scribed in Section 346(b) is more definite than the 
general dividend equivalence test, it does raise certain 
problems, the primary one revolving around the 
question of what constitutes two businesses. Neither 
the Statute nor the proposed regulations is of much 
assistance in solving this problem. While one require- 
ment is that the two trades or businesses be actively 
conducted, there is no indication of the point at which 
two activities or departments of the same corporation 
will be considered sufficiently separate to come within 
the statutory requirement. 

Assume that Corporation X was formed in 1893 to 
wholesale groceries and dry goods; in 1912 it began 
to manufacture dry goods; in 1919 it undertook certain 
warehousing operations; in 1926 it started to conduct 
a cannery; and in 1932 it began operating some retail 
outlets. Each of these operations had different manage- 
ment personnel and each was treated separately for 
bookkeeping purposes. By 1955 the corporation had 
sustained losses in the manufacturing and canning 
departments; as a result they were liquidated and the 
proceeds were distributed to the shareholders in ex- 
change for some of their stock. These two operations, 
which primarily involve the production of goods, would 
seem to be sufficiently separate from the remainder of 
the corporation’s activities to qualify as trades or 
businesses within the meaning of Section 346(b). In 
addition, the assets of the liquidated operations are 
distinguishable from the assets used in the corporation’s 
other branches. 

A case which would be more difficult to fit within 
Section 346(b) is one in which a corporation manu- 
factures men’s overalls and women’s blouses. The two 
activities require different machines and separate in- 
ventory, but they are conducted in the same building, 
operated under the same management personnel, and 
are treated together for bookkeeping purposes. The 
corporation, pursuant to a plan, ceases to manufacture 
blouses, disposes of the inventory and machinery 
connected with this operation, and distributes the pro- 
ceeds to its shareholders in return for some of their 
stock. As in the case discussed above, the assets which 
were sold are distinguishable from the remaining assets 
of the business. On the other hand, the fact that the 
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two activities were treated as one business for manage- 
ment and bookkeeping purposes raises some doubt as 
to whether the distribution would come within the 
specific example. The House version of this section 
contained a provision which required that each busi- 
ness have its own books and personnel, and the Senate 
Committee Report does not indicate the reason for 
eliminating this provision. It might be that the Senate 
considered these factors to be insignificant, but the 
more likely inference is that they were deleted as a 
result of the general policy of the Senate to provide 
greater flexibility. The percentage of the business which 
the production of the blouses represented could also 
have a bearing on the result. Thus, if it constituted 90 
percent of the business, the change undertaken by the 
corporation is considerably greater than if it repre- 
sented less than 50 percent of the business. The con- 
clusion is that it is very questionable whether this type 
of situation involves the liquidation of a separate trade 
or business, or whether it merely involves the “drop- 
ping of an old product” or “changing the capacity” of 
the business. This difficulty suggests that in such a 
situation the taxpayer probably will argue that the 
distribution to him comes within both the two-business 
test and the general dividend equivalence standard. 


Codification of business-purpose test 


The requirement that two businesses must have been 
actively conducted for five years prior to the distribu- 
tion would seem to be a codification of a business 
purpose test. Primarily, this provision prevents share- 
holders from receiving favorable tax treatment if 
the corporation acquires a trade or business and im- 
mediately liquidates it. Although this could be accom- 
plished under Section 346(b) by acquiring, through 
a tax-free reorganization, a business which had been 
actively conducted for five years, the resulting dilution 
of the shareholders’ equity interest in the corporation 
probably would be sufficiently great to render the 
scheme unattractive as a means of withdrawing earn- 
ings and profits from the corporation. Apparently, the 
supposition behind the active-conduct rule is that a 
corporation would not acquire a business and operate 
it for five years unless there were good business reasons 
for doing so. 

It is at the point of the specific example of Section 
346 that the greatest correlation is found with the 
reorganization provisions. Thus, in any case under 
Section 346(b) where a partial liquidation could be 
effected it would seem to be possible to continue the 
separate business as a different corporation by the 
application of Section 355. Similar problems arise in 
each case as to what constitutes a separate trade or 
business. The primary distinctions between the two 
provisions result from the different purpose of Section 
355, which is to “limit [its] application . . . to those 
cases in which the distribution of stock of the con- 
trolled corporation effects only a readjustment of con- 
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tinuing interests in property under modified corpo- 
rate form.” Accordingly, Section 355 requires that both 
businesses be actively conducted following the division, 
and it contains provisions for adjusting the basis of 
stock and assets. The stock distributed to the share- 
holder and the property distributed to the new cor- 
poration both take a transferred basis. On the other 
hand, in the case of a partial liquidation, the assets 
distributed to the shareholders would take a new basis. 
Of course, eventually the same result can be achieved 
under Section 355 as is reached under Section 346, 
since, at a future date, one of the corporations can be 
liquidated and the assets distributed at capital gains 
rates. 


Two businesses not held for five years 


An example of a situation where there are two 
businesses not operated for five years is L. M. Lockhart 
(8 TC 436 (1947) ), in which a corporation organized 
by the taxpayer in 1939 conducted oil drilling and pro- 
duction operations. Taxpayer was the sole shareholder, 
and in 1943 he decided to separate the oil drilling from 
the production operations of the business. Accordingly, 
the corporation redeemed stock and distributed the 
assets connected with the production facilities, and the 
taxpayer assumed the liabilities incident to these facil- 
ities. The Tax Court held that the distribution was not 
equivalent to a dividend. The court reasoned that the 
desirability of divorcing the production operations 
from the liabilities connected with the drilling opera- 
tions was a sufficiently valid business purpose to out- 
weigh the evidence that the taxpayer was in need of 
cash. 

In this case the expiration of the five-year period 
was so close at hand that it is possible that the tax- 
payer might wait before undertaking the separation. 
However, if he wanted to split the corporation im- 
mediately, the question arises as to whether the dis- 
tribution would come within the dividend equivalence 
test. Under the new Code, the period for which the 
distributed business had been operated would seem 
to assume great importance to offset the possibility of 
distributing excess surplus at a favorable tax rate by 
purchasing a business and liquidating it shortly there- 
after. If the five-year requirement of the specific test 
is considered to be a codification of a business purpose 
rule, then, as other business reasons for making a dis- 
tribution are shown to be stronger, the time element 
would seem to be reduced concomitantly in impor- 
tance. In determining whether a valid business pur- 
pose exists, significant factors probably woud be the 
reason for commencing the operation of the separate 
business, the success or failure of the operation, and the 
basic reasons behind the decision to liquidate. 


General business contraction 


Corporation X was organized in 1893 to engage in 
the manufacture of paper products. In 1921 it was felt 
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that the capital stock of the corporation should be 
increased to keep it in line with expanding business, 
since the gross sales and accounts receivables had 
increased substantially. Therefore, a common stock 
dividend with respect to common stock was issued, 
and the corporation transferred a corresponding 
amount of surplus to its capital stock account. How- 
ever, after 1930 the business decreased considerably 
because of changed economic conditions, and in 1938 
some of the principal shareholders discussed the pos- 
sibility of liquidating the corporation. In 1941 it was 
decided that the capital of the corporation was in ex- 
cess of its needs and to that extent unprofitable; there- 
fore, pursuant to a plan, two-fifths of the stock of each 
shareholder was redeemed for cash. 

Decisions under the 1939 Code held that where a 
stock dividend and a subsequent stock redemption 
were undertaken for valid business reasons the distri- 
bution would qualify for capital gains treatment. 
Under the new Code the primary question is whether 
this case involves a contraction which comes within 
the general dividend equivalence standard of Section 
346. 

The Senate Report states that the general test in 
Section 346 includes situations “involving the contrac- 
tion of a corporate business” and cites as an example 
the case of Joseph W. Imler (11 TC 836 (1948), 
acq., 1949-1 CUM BULL. 2. See Sen. Rep. 49, 262.) 
The Imler case, as interpreted by the Senate, involves 
an involuntary contraction of the corporation’s busi- 
ness resulting from a fire which destroyed the upper 
two floors of a building owned by the corporation. 
Therefore, it is apparent that in Imler there was a 
clearly identifiable event which showed a definite con- 
traction of the business and which led to the reduction 
in the corporation’s capital. The court said that under 
the circumstances this constituted a valid business 
purpose for making the distribution. If the significance 
of the Imler case is that there must be a valid business 
purpose for the diminution of the corporate activities 
and the consequent reduction in capital, it would 
seem that the hypothetical example would qualify 
under Section 346. While there is no identifiable event 
in this situation such as that in Imler, the corporation 
could show that there has been a decided reduction in 
its sales and accounts receivable over the ten-year 
period prior to the distribution, and under Section 346 
this would seem to be a sufficiently valid reason for 
redeeming part of its capital stock. This case is essen- 
tially one in which the effect on the corporation’s 
assets was from an outside source, the changed eco- 
nomic conditions. A more difficult problem is pre- 
sented by the situation in which the contraction is 
basically voluntary on the part of the corporation. The 
Senate Report states that “[v]oluntary bona fide con- 
traction of the corporate business may . . . qualify to 
the same extent as under existing law,” but that a 
distribution from a “reserve for expansion is not a 


partial liquidation.” This suggests that the Imler situa- 
tion constitutes one extreme and a distribution from 
a reserve for expansion the other, with bona fide volun- 
tary contractions lying somewhere between the two. 
However, it is difficult to determine which situations 
fall within this middle area. Suppose a corporation 
has been operating a department store, sells the store, 
and proceeds to open a small shop specializing in 
ladies’ apparel. If the new shop requires a considerably 
smaller amount of capital to operate than did the de- 
partment store and the corporation redeems some of its 
stock, it would seem that the distribution would come 
within the concept of a voluntary bona fide contraction 
under Section 346. On the other hand, if the operation 
of the apparel shop necessitates only slightly less 
capital than was required by the department store, a 
distribution of excess surplus which: had been built 
up prior to the sale of the old store probably would 
not qualify under Section 346 since it would not have 
resulted from the contraction. 

A transaction probably will have greater difficulty 
coming within Section 346 as it approaches a distribu- 
tion from a reserve for expansion. Assume that a corpo- 
ration has a substantial surplus, and, in contemplation 
of expanding its business, reduces the surplus by 
issuing a stock dividend to its shareholders and on its 
books transfers the amount from the surplus account 
to the capital account. However, eight years later it 
becomes apparent that the expansion program is no 
longer feasible because of changed business conditions 
and new developments in other fields affecting the 
corporation’s sales. Consequently, the corporation dis- 
poses of the few assets which it had acquired in con- 
nection with the program, and redeems the stock which 
previously had been issued as a dividend. Under the 
prior law, it is possible that the transaction would have 
been treated within Section 115(c) as a valid partial 
liquidation. However, had there been no stock divi- 
dend, but instead an allocation of part of the surplus as 
a reserve for expansion, the distribution would have 
been taxed as a dividend under Section 115(g). 


Investment of surplus in liquid assets 


The X Corporation, which manufactures men’s suits, 
for a number of years has invested a substantial per- 
centage of its profits in various securities, instead of 
distributing them to its shareholders. The Corporation 
has collected distributions incident to these securities 
and has purchased and sold them, as in the manage- 
ment of any investment portfolio. Because it is un- 
willing to have this fund subject to the risks of the 
manufacturing operation, the corporation, pursuant 
to a plan, redeems some of its outstanding shares and 
distributes to its shareholders the securities, or the 
amounts realized from their sale. This situation pre- 
sents two questions under Section 346: first, whether 
the investment activity, particularly if it was con- 
ducted for five years, can be considered a separate busi- 
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ness, and second, whether the distribution resulted 
from a bona fide corporate contraction. 

In its definition of a separate business, the House 
Bill specifically excluded a business whose gross in- 
come includes more than 10 percent of pexsonal hold- 
ing company income. According to the House Report, 
the purpose of this provision was “to insure that the 
terminated business (and at least one of the businesses 
remaining) be an operating business.” The Senate 
deleted this requirement, but it gave no indication of 
the reason for doing so. An inference can be drawn 
that the intention was to permit the distribution of 
an investment fund by a manufacturing corporation 
to qualify under Section 346(b). On the other hand, 
it can be maintained that the provision was omitted in 
order to accord with the Senate’s policy of providing 
greater flexibility and that other requirements of Sec- 
tion 346(b) may govern the situation. One reason why 
the Senate inserted the requirement that the termi- 
nated and remaining businesses be “actively con- 
ducted” may have been to assert the same idea which 
the House expressed by referring to “operating busi- 
nesses,” and for this reason it can be argued that the 
type of situation being discussed here does not come 
within Section 346(b). This contention finds support 
in the case of Edward L. Kraus, Jr. Trust (6 TC 105 
(1946) ), which was decided under the 1939 Code. 
In this case a corporation was engaged in the manufac- 
ture of slates and also had invested a large amount 
of surplus in securities; the securities were liquidated 
and the amounts realized were distributed to the share- 
holders. The taxpayer argued that the corporation had 
conducted two businesses—a slate business and an 
investment business—and that the termination of the 
latter constituted a partial liquidation. The Tax Court 
concluded that the securities represented the invest- 
ment of accumulated profits and that their liquidation 
merely served to return these profits to the corporation 
rather than to liquidate a separate “business.” 

It also would seem that the reasoning of the Kraus 
decision would weigh against the contention that the 
hypothetical situation qualifies as a bona fide corpo- 
rate contraction. In addition, this situation is similar 
to the distribution of a reserve for expansion, since in 
both cases the shareholders are receiving surplus which 
has never been dedicated to the manufacturing opera- 
tion. Moreover, ceasing to conduct the investment 
activity will cause no reduction in the amount of 
capital needed to manufacture the suits. In this re- 
spect, the hypothetical is similar to the one discussed 
above in the “general contraction” section, and the 
conclusion reached there was that the distribution 
would not qualify as a bona fide contraction. 

This determination is substantiated further when 
Section 355 is considered. This provision is phrased in 
terms similar to Section 346 with respect to active 
conduct of a trade or business, and the Senate Re- 
port clearly states that a separation of investment ac- 


tivities of a business from its manufacturing operations 
does not qualify as a valid corporate division. Because 
Sections 346 and 355 are closely related and because 
it is desirable that the same result be reached regard- 
less of which form the transaction takes, the argument 
can be made that the hypothetical example should not 
qualify under the former section. 

It would seem that when amounts attributable to 
surplus are used to purchase another operating busi- 
ness for a sound business reason they may, at some 
later date, be distributed and taxed as capital gains 
or losses, but when they are invested in liquid assets 
their subsequent distribution will be taxed as ordi- 
nary income. This is a distinction of doubtful validity, 
since its only justification may rest on a desire to allow 
the separate business to be distributed in kind and 
operation continued on the partnership or sole pro- 
prietorship level without the tax law being too strong 
a deterrent. However, this justification breaks down 
because there is no requirement that the separate busi- 
ness be distributed in kind; instead, it may be liqui- 
dated and the amounts received distributed. In this 
situation all that has happened is that surplus funds 
previously invested in a separate business have been 
changed into a readily distributable form, which does 
not seem to be substantially different from the case 
where the surplus is invested in liquid assets. Further- 
more, even if the separate business is distributed in 
kind and operated as a partnership or sole proprietor- 
ship, it can eventually be disposed of and the individ- 
ual can realize the amounts received as capital gain or 
loss. Therefore the distinction which the Code seems 
to draw between the investment of surplus in a 
separate business and in liquid assets can be ques- 
tioned. 


Overlapping distributions (cancellation of debt) 


Assume that A is the sole shareholder of the X 
Corporation. A has maintained a drawing account 
with the corporation, using the money withdrawn for 
his personal needs, and, at various times, he has paid 
back some of the money or has credited his account 
on the corporation’s books with amounts owed to him 
as salary. However, a balance has accumulated in favor 
of the corporation. X Corporation is dependent on a 
great deal of credit in its operations, and, therefore, 
it is essential that it maintain a high credit rating and 
obtain a low interest rate. A change in business condi- 
tions has placed the corporation in a bad financial 
position, and its regular sources of credit require that 
A’s indebtedness be cancelled before they will take 
any more of its commercial paper at a favorable rate 
of interest. As a result, A has the corporation redeem 
some of his stock in return for the cancellation of the 
debt. 

The distinction drawn in the cases decided under 
the 1939 Code seems to be that, when there was strong 
pressure to cancel the indebtedness from a source out- 
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side the corporation, the redemption was not treated 
as a dividend on the theory that there was a valid busi- 
ness purpose for undertaking the transaction; lacking 
the outside pressure, there was an insufficient business 
purpose and the opposite result was reached. Under 
the 1954 Code this hypothetical case might fit within 
either Section 302 or Section 346 or it might fall out- 
side the scope of both of these provisions. Since A is 
the sole shareholder, the redemption of some of his 
stock has no effect on the shareholder level because 
his equity interest in Corporation X remains the same 
as before the distribution. However, an argument can 
be made that a pro rata redemption such as this one 
will come within the dividend equivalence standard of 
Section 302. The Senate Report states that the test to 
be utilized in interpreting the dividend equivalence 
test is in general the one employed under the old 
Section 115(g) and that in applying this test the in- 
quiry is to be devoted solely to the question of whether 
or not the transaction may be characterized as a sale 
of stock by the shareholder to the corporation. There- 
fore, the hypothetical example could come within the 
dividend equivalence standard of Section 302 by 
applying the rationale of the cases decided under the 
prior law and by saying that the existence of a valid 
business purpose means that there has been a “sale” 
to the corporation. The primary difficulty with this 
approach is that it applies a factor which does not have 
an effect on the shareholder level and thus would re- 
sult in a broadening of Section 302 which does not 
find substantial support in the Report or Regulations. 

It is also questionable whether the distribution will 
come within the scope of Section 346. Qualification for 
capital treatment depends on whether the dividend 
equivalence test of this section encompasses some- 
thing other than the concept of corporate contraction. 
The Senate Report states that the definition of partial 
liquidation “would include” and “involves primarily, 
... the concept of ‘corporate contraction’ as developed 
under existing law,” and this does not exclude the 
possibility of other transactions coming within the 
dividend equivalence test. The equivocal language of 
the Senate Report may result in the courts’ applying 
the prior case law that the existence of a valid busi- 
ness purpose means that the distribution is not essen- 
tially equivalent to a dividend. On the other hand, 
the derivation of Section 346 may encourage courts to 
limit it to corporate contractions, since the antecedent 
provision of the House Bill was expressly restricted 
to this type of situation. Although the Senate inserted 
the dividend equivalence test in Section 346 in order 
to provide flexibility, the intention may have been to 
restrict the application of this section to corporate 
contractions and to permit elasticity only within this 
limited area. 

One reason for not allowing this hypothetical ex- 
ample to qualify under either Section 302 or Section 
346 is that a distribution in a closely analogous case 





would be treated as a dividend. Suppose that the X 
Corporation redeems some of the stock of A, its sole 
shareholder, because A needs a considerable sum of 
money to meet his personal expenses. Under the 1939 
Code the transaction was treated as a dividend because 
of the absence of a valid business purpose, and the 
same result would be reached under the 1954 Code. 
The only distinction between such a case and the 
indebtedness cancellation situation is that in viewing 
the latter solely at the time of redemption it can be 
said that the pressure of the creditors provides a valid 
business purpose. However, there is essentially no 
difference between these two situations; in each, the 
redemption was necessitated by the fact that the 
shareholder received money from the corporation for 
his personal needs. 

In order to provide uniform tax treatment, the result 
reached under Section 346 should be the same as that 
reached if the transaction takes the form of a reorgani- 
zation. Assume that the X Corporation, for the same 
reason as in the basic hypothetical example in this 
section, recapitalizes by issuing new common stock 
and cancelling A’s indebtedness in return for A’s old 
stock. The cancellation would be treated as “boot” and 
therefore subject to taxation under Section 356. The 
problem then would be whether the transaction had 
“the effect of the distribution of a dividend.” However, 
the resolution of this question is no more definite than 
the one involved in interpreting the dividend equiva- 
lence test as contained in Sections 302 and 346. 


Acquisition of stock for resale to employees 


Assume a case in which the stock of the X Corpora- 
tion is held by A and B, who are unrelated individuals. 
The Corporation redeems some of its stock from the 
two shareholders in equal amounts and resells it to 
certain key employees in order to give them a pro- 
prietary interest in the business. 

The basic question involved here is the same as 
that involved in the case of indebtedness cancellation, 
namely, whether Section 302 includes within its scope 
anything other than non-pro-rata redemptions and 
whether Section 346 encompasses anything other than 
corporate contractions. The primary difference with 
respect to Section 302 is that an argument can be made 
that the employee case qualifies under the dividend 
equivalence test on the basis that the interest of A 
and B have been changed, since the resale to the em- 
ployees dilutes the shareholders’ equity interests in 
the corporation. However, this differs from a non-pro- 
rata redemption in that here the interests change not 
by reason of the redemption but because of the subse- 
quent sale of stock. Nevertheless, this change of in- 
terest coupled with the showing that the redemption 
was undertaken primarily to benefit the corporation 
may be sufficient to bring this type of case within the 
dividend equivalence standard of Section 302. If the 
dividend equivalence test of Section 346 includes 
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distributions other than those involving corporate con- 
tractions, it may be easier for the taxpayer to receive 
capital treatment in this case than in the cancellation 
of indebtedness situation. In the employee situation 
the reason for the redemption, to have stock available 
for resale to key personnel, is to benefit the corpora- 
tion, while in the case of indebtedness cancellation 
the reason for the original creation of the debt was 
solely to benefit the shareholder., 


Redemption of preferred stock 


Suppose that the X Corporation has authorized and 
issued 30 shares of voting common stock of which A 
holds 20 shares and B and C, the other two share- 
holders, each own 5 shares. At one time, the corpora- 
tion was in financial difficulties and it became neces- 
sary for the three shareholders to lend money to the 
corporation, which they did in equal amounts. How- 
ever, other creditors demanded that the claims of 
the shareholder-lenders be subordinate to their claims, 
and thus preferred stock was issued instead of bonds 
or notes. A, B and C each received 10 shares of the 
preferred stock, which is nonvoting but is cumulative 
as to dividends and contains a provision for voting 
rights if default is made in the payment of dividends. 
After three years the X Corporation’s finances improve 
and it redeems 5 shares of the preferred stock from 
each of the three shareholders. 

Under the 1939 Code this redemption probably 
would not have been taxed as a dividend on the 
theory that the transaction was similar to the payment 
of a debt owed by the corporation to its shareholders. 
Consideration of this prob! ~ under the 1954 Code 
raises questions of whether it rualify for capital 
treatment and, if so, within which provision. If only the 
preferred stock is considered, the redemption is pro 
rata and each of the shareholders will have a difficult 
time in bringing the distribution to him within the 
dividend equivalence standard of Section 302. How- 
ever, if the preferred and common stock are considered 
together, an argument can be made that the distribu- 
tions to B and C should qualify under this standard. 
Under this approach, there is a change of interests on 
the shareholder level, because before the redemption 
A owned 50 percent of all of the corporation’s stock 
and B and C each owned 25 percent while after the 
redemption A owns 55.5 percent and B and C each 
own 22.2 percent. The effect of this is that the pre- 
ferred stock is now less of an impediment on A’s com- 
mon stock. This will be expressed in the future by 
the opportunity for a greater percentage of the corpo- 
rate profits coming to him through common stock 
dividends and also by the lessening of the danger of 
losing control of the corporation through default on 
the payment of dividends on the preferred stock. B’s 
and C’s interests in the profits of the corporation will 
decrease concomitantly. Whether this represents a 
sufficient change in interest to bring the distributions 


to B and C within the dividend equivalence test of 
Section 302 cannot be ascertained without the de- 
velopment of judicial and administrative interpreta- 
tions. However, taking the approach suggested here, 
the distribution to A should not qualify for capital 
treatment since the redemption has increased his 
interest in the corporation. 

In addition to this argument based on change of 
interest, it could be maintained that the courts should 
apply the decisions under the 1939 Code, which gave 
capital treatment to cases such as this because of their 
similarity to the corporation’s paying off a loan to its 
shareholders. The problem with using this approach 
under the dividend equivalence test of Section 302 is 
that it is equally applicable to the redemption of 
A’s stock and thus tends to break down the share- 
holder-by-shareholder theory of this section. Although 
this difficulty would be avoided if the prior cases were 
applied in an attempt to bring the hypothetical within 
the dividend equivalence test of Section 346, it would 
present the question of whether this provision is to be 
expanded to cover a distribution which does not result 
from the contraction of the corporation’s assets. 

An attempt by the corporation to reduce its pre- 
ferred stock in the hypothetical case would seem to 
meet similar problems if a recapitalization, rather than 
a redemption, were undertaken. If the corporation ex- 
changed debentures and common stock for the old pre- 
ferred and common stock, the transaction would be 
affected by a new provision of the Code. This section 
specifies that the receipt of securities in a reorganiza- 
tion, when no securities are surrendered, shall not 
be considered a tax-free exchange, but instead is to be 
treated as “boot.” Treating the securities received as 
“boot” requires a consideration of whether their dis- 
tribution has the “effect of the distribution of a divi- 
dend,” and this question is no more definite than the 
one involving the interpretation of the dividend equiv- 
alence test. 

Each of the three hypothetical problems which has 
been considered in this section on overlapping distri- 
butions involves a situation which does not fit clearly 
within either Section 302 or Section 346. The difficulty 
in giving any of them capital treatment is that it would 
result in an extension of the dividend equivalence test 
in one of these two sections beyond the scope which 
the Senate Report indicates it is to have. However, 
when faced with these problems, the courts may accord 
them capital treatment or they may tax the distribu- 
tions as dividends under Section 301 because they do 
not fit precisely within the scheme of the Code. It 
cannot be predicted which of these alternatives the 
courts will take, but it is clear that they must recog- 
nize the difficulties which arise from the attempt of 
the new Code to separate distributions in redemption 
of stock into two distinct categories. w 


This article is based on a discussion by the author published 
in 103 Penna Law Rev. 936. 








It’s time to abolish the personal property 


tax on business inventories 


by JosepH S. MARTEL 


State and local taxes on business inventories have come to be a major pain-in-the-neck to taxpayers. 


Because they are so difficult to administer, determine, and collect, widespread abuses exist. Govern- 


ment tax men recognize their weakness as well as do taxpayers. Mr. Martel here explains why this 


personal property lax must now be abolished, and offers an “‘in-lieuw” tax which would protect the 


revenues of the taxing jurisdictions concerned, would promote fairness, and vastly reduce the amount 


of accounting work and wrangling with collectors which taxpayers are now forced to endure 


H* THE TIME COME for abolishing the personal 
property tax on merchandise inventory and the 
substitution of an in-lieu tax to take its place? My 
answer, based on many years of working with this 
problem in hundreds of jurisdictions, is yes. 

We must recognize that the taxation of inventory on 
an ad valorem basis is a very old institution and is 
deeply imbedded in our tax laws. There are practical 
difficulties in abolishing the system even when great 
abuses are shown to exist. However, it can be shown 
that this system is uneconomic, unscientific, unsound, 
undemocratic, and unequal. In some localities, its ad- 
ministration is frequently vicious. This then poses the 
questions: Are we satisfied with the administration of 
the personal property tax as it affects merchandise 
inventory? Can this ad-valorem tax be administered so 
as to reach uniformity and equalization with other 
property? If not, what form of tax can be substituted 
which will result in a more equitable burden? 


Break-down of personal-property tax system 


Personal property taxation has long ago lost even a 
semblance to a system. If it were possible to begin 
from the beginning, a system of taxation might be 
established which would meet such economic, philo- 
sophical, and ethical standards as might be desired. 
We begin, however, with a mature system in which 
the errors of the past have become the conditions and 
the environment of the present. 

While the law in many states requires the assess- 


ment of personal property at 100% of its value it is 
common knowledge that no assessor seeks to enforce 
the law as written. If he did, there would be a flight of 
such personal property as could be moved to more 
hospitable soil. The experience in many locations 
ranges all the way from the complete failure to assess 
one form or another of personal property to a reason- 
ably full exploitation according to what the traffic will 
bear. Anyone might ask, is not the remedy for the mor- 
ass of inequities an improved system of assessment 
and equalization? Implied in the question is the prem- 
ise that there is nothing wrong with the personal 
property tax on business that a proper administration 
could not correct. It is the fallacy of this premise that 
lies at the root of the problem. The inherent and eco- 
nomic characteristics of machinery and equipment and 
of business inventories are so different from each other 
and even more so from those of land that any tax sys- 
tem which assumes to treat them alike is destined to 
produce at its best severe inequalities and inequities. 
Most authorities that the tax on household 
goods and personal effects is impossible to administer 
fairly. Frequently, the revenue derived therefrom is 
not sufficient to cover the cost of the administration. 
Moreover, the irritations, aggravations and ill will en- 
gendered by the complaints of property owners re- 
flects seriously and adversely on the proper adminis- 
tration of the other taxes. Every elective assessor must 
constantly bear this fact in mind in administering his 
office. As Professor Haig has said in his Encyclopedia 
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of the Social Sciences, “it is a means whereby the 
group that is economically weak but politically. strong 
can transfer a burden to the group that is economically 
strong but politically weak.” He had reference to the 
system of progressive income tax but it also has appli- 
cation to the tax on household goods and personal 
effects. 

A careful examination of the constantly rising mu- 
nicipal tax rates is sufficient to prove that we are raising 
and expending new and additional tax dollars every 
year and we are raising those tax dollars through an 
indifferently administered and inequitable tax system. 
Even if it were perfectly administered it would still 
fall way short of the requirement of a modern indus- 
trial society. In this kind of tax environment with all its 
pressures on existing tax bases, it becomes imperative 
to correct inequities and inequalities which become in- 
tolerable as the total tax burden becomes greater. 
While much remains to be done to improve the ad- 
ministration of the real property tax, the weakest and 
least defensible among our present taxes is the personal 
property tax. The cross currents of inequity which 
permeate the present personal property tax must be 
appreciated as a background for consideration of pro- 
posed remedies. Concentration of business personalty 
taxes in certain areas, particularly taxes on business 
inventories, cause those business tangibles which are 
assessed to be taxed at a higher average rate than other 
classes of property. This is especially true as between 
business inventories which are concentrated in higher- 
rate taxing districts and farm tangibles which are 
concentrated in lower-rate taxing districts. 

Within the various cities discrimination is apparent 
not only by size of assessment but also among industry 
groups and as between real and personal property. 
The first alternative is to permit the present bad situa- 
tion to become worse. This course is neither acceptable 
nor desirable. In fact, abolition of the ad-valorem tax 
on tangible personal property, at least in its present 
form, seems to be a point of beginning in all considera- 
tions of the problem which look toward some con- 
structive improvement. Careful consideration to many 
alternatives, including among others, the old device 
of the classified property tax, state or local assessment 
at a fixed rate, consumer sales tax, and many varieties 
of other excise taxes have frequently been mentioned. 
While there is much to say for and against specific 
types of taxation, the problem in its essence reduces 
itself to a question of policy: Shall we continue the ad- 
valorem taxation of personal property or shall we 
adopt some form of in-lieu taxation? 


The tax on inventory 


The nub of the personal property tax problem lies 
in the assessment of inventory which constitutes such a 
large part of the total assessment. A reasonable esti- 
mate of the personal property tax to the total property 
tax is 20%. It has been estimated that the tax on busi- 


ness inventories is approximately 60% of the total 
personal property tax. In one typical eastern state, the 
total property tax collected for 1955 is as follows: 


Real property 83.98% 
Railroad property 2.68% 
Household goods 2.28% 
Farm stock and machinery 0.17% 
Business inventory, machinery & equip. 10.89% 


What is the procedure in the assessment of these 
inventories? The technique of present-day assessment 
of inventories is to determine the book value of the 
inventory. The book value of the inventory may or 
may not represent proper value for assessment pur- 
poses. The book value is largely established for income 
tax purposes but the income tax is more concerned 
with consistency in valuing inventory from year to year 
than it is in determining its true value. Moreover, the 
income tax regulations permit the use of one of three 
bases in establishing inventories for the determination 
of net income. These bases are (1) cost, (2) market, 
and (3) cost or market, whichever is lower. With the 
exception of market value, none of the other bases are 
acceptable in determining fair value. In the determi- 
nation of cost, either one of two rules may be used: 
Firo or the first-in-first-out rule, or Liro, last-in-first- 
out rule. Neither of these rules is satisfactory in 
determining true value. However, all of these rules are 
restrictive and depart further from the conception of 
fair or true value. 


Proposal to assess at sales value 


It has been advocated by one very prominent as- 
sessor that inventory should be assessed at its sales 
value, which means, in effect, its markup value. In a 
recent speech made by this assessor, he stated the 
proposal as follows: 

“In a community like ours personal property divides 
generally into two large classes, depreciable assets 
such as machinery and equipment, and inventories. 
Is cost being used as the measure of value? In the 
case of fixed assets this is not too hard to do. In the 
case of inventories I am pretty well convinced that if 
the real estate ratio is applied to cost-or-market-which- 
ever-is-lower, the result is an actual undervaluation of 
the inventory. At this moment I am somewhat inclined 
to the view, although I am not at all certain of my 
ground, that a higher ratio may be applied to inven- 
tories in order to compare like with like, that is, the 
inventory at its selling price with real estate at its 
selling price. I will admit that the apparent predomi- 
nate view is in favor of the application of the real 
estate ratio to the inventory cost. One of these days, 
probably in our own state, this question will be 
settled.” 

This assessor places great reliance on the com- 
parison of real estate to inventory. However, there is 
a vast difference. In the case of real estate there is 
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but one market representing the common meeting 
ground of a buyer and a seller, whereas in the case of 
inventory there are several markets, such as manufac- 





turers, wholesalers, and retailers. If you attempt to 
apply the real estate rule to inventory there would be 
but one value for all inventories whether in the hands 








INEQUALITIES IN THE PROPERTY TAX MAKE IT OBSOLETE 


Most OF THE INEQUITIES in the property tax stem 
from the general inability to apply uniform rules in 
determining value as it applies to all classes of prop- 
erty. More recently, the courts have taken a more 
realistic position in determining fair assessments 
predicating same more on uniformity rather than the 
statutory rule of value. In a recent decision handed 
down by the Supreme Court of New Jersey, the 
court was again called upon to pass upon this 
principle. 

The New Jersey Court quoted the U.S. Supreme 
Court, as follows: “This Court holds that the right 
of the taxpayer whose property alone is taxed at 
100% of its true value is to have his assessment 
reduced to the percentage of that value at which 
others are taxed even though this is a departure 
from the requirements of the statute. The conclu- 
sion is based on the principle that where it is im- 
possible to secure both the standards of true value 
and the uniformity and equality required by law, 
the latter requirement is to be preferred as the just 
and ultimate purpose of the law.” 

That the assessment process be recognized as a 
professional operation to be performed by techni- 
cally qualified personnel, removed from all political 
considerations, is a prime consideration in removing 
inequities in assessments. Failure to recognize this 
fact is largely responsible for the failure of the 
general property tax. 

Another weakness in the administration of the 
property tax is the lack of cooperation on the part 
of taxpayers in the assessment process. In the case 
of excise taxes it has become routine for the tax- 
payers to expect to provide reasonably comprehen- 
sive and accurate data as the basis for the assess- 
ment of tax. In such taxes, in fact, self assessment 
by the taxpayer is used as often as not. But the prop- 
erty tax still retains the notion that the assessor 
should work in the dark—the darker the better—in 
ascertaining the facts necessary to make a good 
assessment. 

The statute can reasonably be construed to author- 
ize an assessor to require an information return form 
for both real and personal property. Occasionally, 
some assessors have used such a form for the purpose 
of personal property assessments but taxpayers re- 
ceiving them have become aware that the forms 
have been used on a selective basis and that it is 
the course of prudence to negotiate with the assessor 
without having filled out the form. So long as selec- 


tive increases on assessments are made on a dis- 
criminatory basis, this defensive attitude of the 
taxpayer is certainly understandable. 

Much thinking on taxation has been conditioned 
by the theory of the capacity to pay. When tax 
burdens were relatively light, the problem of ca- 
pacity to pay assumed much less importance than 
it does today. However, when the total tax re- 
quirements of the federal, state and local govern- 
ments take more than 30% of the national income, 
it behooves us to find more efficient and less burden- 
some taxes predicated on capacity to pay. 

Most statistics measure burdens on a per capita 
basis and are expressed in such generalities that 
they lose their significance when applied to par- 
ticular businesses. But it must be recognized that 
the over-all amount of taxes is only one criterion of 
a state’s relative tax position. Of at least equal im- 
portance is the way the tax burden is apportioned 
among the state’s taxpayers. It is entirely possible 
for a frugal state to raise a relatively modest total 
tax revenue in such a way as to impose a harsh bur- 
den upon a few taxpayers, while leaving others 
virtually untouched. Under such circumstances the 
taxpayers who find themselves liable for the major 
source of state and local services may derive little 
consolation from the fact that those services are 
relatively inexpensive. They may look with favor 
upon less frugal states where a lower tax is dis- 
tributed with greater evenness over a larger group 
of taxpayers. These are the kinds of comparisons 
which are implied in tax equity appraisals. 

Governor Arthur B. Langlie of the State of Wash- 
ington has this to say of the administration of the 
property tax (U.S. News and World Report, Sep- 
tember 9, 1955): “In most states the administration 
of the property tax, the mainstay of local finance, is 
scandalous. The inequity and unrealistic level of 
assessments make a mockery of constitutional and 
statutory provisions for uniformity and assessment 
standards. The abuse of the property tax cuts the 
taxing and bonding powers of local governments to 
a fraction of their entitlement; it prevents them from 
rendering essential services and makes them more 
dependent upon state aid. The states in turn then 
rely on the Federal Treasury for relief. Few actions 
can contribute more toward restoring the vitality 
of local government than an honest and fair re- 
assessment program which—as has amply been 
proven—must be directed from the state level.” 
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of the manufacturer, wholesaler, or the retailer. More- 
over, real estate is very much of a fixed asset, the value 
of which can more readily be determined by many 
appraisers whereas inventory is in a fluid state, one 
time in one place and one time in another place, and 
its value is usually beyond the ken of the average ap- 
praiser. However, let us examine the effect of this 
proposal on several retail businesses with varying gross 
profits. Note the maximum and minimum gross margins 
and compare same with the inventory turnover as 
follows (figures from Dun & Bradstreet, September 
1954): 


gross margin inventory turnover 


Jewelry stores 42.1% 1.1X 
Restaurants 47.3% 35.5x 
Bars and taverns 45.8% 13.5X 
Grocery stores 15.9% 13.6 
Meat markets 17.7% 48.8x 
Farm supply stores 13.9% 12.5x 


The inequities of the tax on inventory 


The New Jersey Tax Policy Commission in its Sec- 
ond Report submitted to the Governor on March 24, 
1947, stated that this system (the personal property 
tax system) has caused “negotiation to be substituted 
for taxation and an unhealthy atmosphere of caprice 
to take the place of clear-cut official responsibility.” 
This report further states: “It is perfectly clear that 
treatment of tangible business personality, particularly 
business inventories, under the general property tax, 
however assessed, is entirely undesirable from an 
economic viewpoint. The economic objection is di- 
rected principally toward any effort to assess inven- 
tories of finished goods, work in process or raw mate- 
rials on ad-valorem basis. This type of property, 
which has borne the brunt of the present personal 
property tax on business has greatly varying charac- 
teristics from industry to industry, so that in some 
industries inventory may turn over twice a year 
whereas in others it may turn over twelve times a year 
or more. The value of raw materials and work in 
process is especially questionable in those industries 
where spoilage is an important factor. While slow- 
moving inventory may be kept on the books at the 
same value as rapidly-moving inventory, it obviously 
has vastly different characteristics as a tax source. 
It is well known, moreover, that inventory is readily 
controllable in some industries, and any attempt at 
effective application of an ad valorem tax would 
merely result in a flight of such inventories out of the 
state. In brief, inventory is mobile, is consumption 
goods, whereas other forms of personal property are 
relatively fixed in location and are production goods. 
It is neither logical nor practical to tax them the same 
way. 

“It is the characteristic of inventory as a current 
asset, uniformly recognized by accountants, which 
distinguishes it from machinery and equipment, and 
furniture and fixtures which are similarly recognized 
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as fixed assets. This is no mere distinction of termi- 
nology. The fixed assets are, as their designation im- 
plies, stable in their location, use and identity. Current 
assets, however, are constantly fluctuating in amount, 
in character as between inventory and accounts re- 
ceivable or cash, and frequently even in location. Any 
system of taxation which attempts to treat both in the 
same manner must obviously be unsuited to one or 
the other.” 

Many reports of study commissions in various states 
could be cited to show the inequity of the ad valorem 
tax on personal property, particularly as it relates to 
inventory. Suffice it to say that this system as it applies 
to the ad valorem tax does not permit of equalization 
and uniformity. This is not intended to be a reflection 
on the honesty and capabilities of the assessor. In 
many jurisdictions, honest, conscientious, and fair 
assessors are struggling as best they can to administer 
fairly and properly this unsound property tax system. 
However, even where good administration prevails, 
there is considerable room for disagreement as to the 
proper measure or standard of value as it applies to 
merchandise inventory. 


VARIOUS IN-LIEU TAXES 


In referring to various forms of tax, we shall desig- 
nate them by their accounting incidence rather than 
their legal definition. If the measure of tax is gross 
receipts or gross volume, it will be referred to as a 
gross receipts tax; if the measure is net income, it will 
be referred to as a net income or net profits tax. 

There are probably only three measures of tax 
which can be substituted for the ad-valorem tax on 
inventory. These are: (1) gross receipts, (2) net 
profits, and (3) gross profits. 


The gross-receipts tax 


This tax is not to be confused with a consumer's or 
retailer's sales tax but is a tax levied on the total 
volume of business done by the particular merchandis- 
ing business. The objections to this tax are the same as 
to the ad-valorem tax—its impact on the various busi- 
nesses is not predicated on ability to pay. Many busi- 
nesses are operated at a very small margin of profit and 
to tax them all equally on the basis of their volume 
would result in serious discrimination. 


The net-profits tax 


In my opinion no tax can be fairer than a tax on 
net profits. However, there may be considerable ad- 
ministrative difficulty in applying such tax locally. The 
determination as to where the net profit has been 
earned is one of the very difficult and perplexing 
problems facing its administration. Should the profit 
be considered as earned where the goods are located; 
where the goods are sold; where the goods are manu- 
factured; or where the office or place of business is 
located? Moreover, such a tax is now in general use 





82 * 


The Journal of Taxation * 


February 1956 


as a source of revenue in many states and in some 
localities. It is not a tax that could be set apart and 
dedicated solely in lieu of the ad-valorem tax. 


The.gross-profits tax 


What is meant by gross profits? Gross profits is the 
difference between sales and cost of sales—in other 
words, the gross margin on sales. Sales can be readily 
arrived at since all businesses maintain a record of 
their volume of business. Cost of sales represents the 
cost of the particular merchandise being sold, or put- 
ting it more explicitly, the inventory at the beginning 
of the period plus the purchases during the period 
less the inventory at the end of the period. 

A computation usually is made of the merchandise 
turnover. What is turnover? Turnover is that reciprocal 
computed on an annual basis representing the rela- 
tion of the inventory to the cost of sales. Under proper 
accounting principles it is usually arrived at by divid- 
ing the average inventory into the cost of sales. 

It will thus be seen that the gross profits tax takes 
into consideration both the markup on the inventory 
and the merchandise turnover. Let us then compare 
the effects of this proposal with the ad valorem tax as 
it would apply on three levels of one industry. The 
drug industry has been selected for this comparison. 


manu- whole- 
facturing — saling retailing 
Gross Margin 46% 18% 33.2% 


Net profit be- 


fore federal income tax 8.33% 4.1% 5.4% 
Inventory turnover 3.3X 5.4&X 3.9X 
Amount of inven- 

tory per $1,000 of sales $164 $152 $172 


A comparison of the ad-valorem tax of $40 per 
$1,000 with a gross profits tax at 2% 
follows: 


would be as 


manu- whole- 
facturing — saling retailing 
$40 ad valorem 
tax on above inventory $6.56 $6.08 $6.88 
2% gross profits tax $9.20 $3.60 $6.64 


You will note that the manufacturing business would 
have a substantial increase whereas the wholesaling 
business obtains a substantial decrease. The retailing 
business is only slightly affected. 


First proposal for gross-receipts tax 


This proposal for a gross-profits tax was first ad- 
vanced by me in an article published by the Tax Insti- 
tute in May 1950 in a pamphlet issued on the subject of 
“Should Taxes on Tangible Personalty be Abolished?” 
This proposal was again made in a talk made before 
the National Association of Assessing Officers on Oc- 
tober 9, 1951. 

The National Tax Association Committee appointed 
to study possible substitutes for the tax on tangible 





personal property used in business considered my 
proposal with the following observation: “This sug- 
gestion, which has considerable merit, is presumably 
designed to offset the two defects often noted with 
respect to the ad-valorem taxation of inventories: The 
unequal impact of ad-valorem taxes even when assess- 
ment is adequately performed, and the unneutralities 
created by variations in the performance of the assess- 
ment function. Certainly, as to the second of these de- 
fects, this proposal, like that for a gross-receipts tax, 
has merit in that it often substitutes a more readily 
determined accounting figure for the many difficulties 
of a valuation process. From the standpoint of ease of 
assessment, the use of either gross receipts or gross 
profits as a tax base has been suggested as an improve- 
ment upon the status quo. If the taxpayer could not 
readily establish cost of sales applicable to activity 
within a particular taxing jurisdiction, the percentage 
applicable to the entire business could be used. Sim- 
ilarly, tax personnel would have available to provide 
a yardstick for checking the validity of accounting 
records, the numerous studies of the relation between 
sales, cost of sales, and gross profits by type and size 
of business.” 


The income-production tax 


Another proposal quite similar to the gross profits 
tax was considered by the NTA Committee. This pro- 
posal is known as a value-added tax but is sometimes 
called an income-production tax. This measure of tax 
has been described by Professor Bronfenbrenner as 
follows: “Value-added is the price of goods sold minus 
the cost of goods and services purchased. It is the value 
added to raw materials by any firm through working 
on them. Value-added corresponds to the sum of the 
wages, interest, rent and profits in economic theory— 
and we should note that it is usually positive even 
when profits are zero or a negative quantity.” 

This latter tax is an outgrowth of the economist’s 
method for measuring national income. In measuring 
national income, it becomes necessary to consolidate 
the figures from all businesses and hence what may 
be a sale in one business would be a purchase in 
another business. Consequently, the economist starts 
with the basic industries and adds to the value of the 
product only what has been actually added by each 
subsequent operation reaching the ultimate product 
for consumption. This tax system has never been used 
in the United States but has been adopted in Japan as 
a result of the Study Commission headed by Professor 
Carl Shoup of Columbia University. (Michigan’s busi- 
ness receipts tax has been described by some as a 
value-added tax.) However, the basic difference be- 
tween the value-added tax and the gross-profits tax is 
that the first uses a measure of sales less purchases, 
ignoring inventories, whereas in the latter the measure 
is the difference between the sales and cost of sales, 
using inventories. One is the economist’s conception 
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of gross profits and the other is the accountant’s con- 
ception. 

The gross-profits tax here proposed is based on the 
assumption that it must yield in the aggregate as much 
revenue as the present tax on inventory. It is quite 
apparent that the local communities could not afford 
any diminution of the revenue from this source. Con- 
sequently, a rate must be established which will pro- 
duce as much, if not more, than the existing revenue. 
The adoption of a gross-profits rate would depend on 
the needs of the community, the segregation of the 
collections as between state, county, city, and school 
district, the balance between this new tax and other 
forms of revenue and many other considerations. A 
study of the ad-valorem millage rates and the frac- 
tional assessments in 68 locations in 32 states discloses 
effective millage rates from $59.07 high to $10.10 low 
and an average millage rate of about $30.00. From 
certain tests made, the following rates of gross profits 
would be required to produce the equivalent revenue 
computed on an effective mill rate per thousand: 


0.5% = $10 2.0% = $40 
1.0% = $20 2.5% = $50 
15% = $30 3.0% = $60 


Advantages of the gross profits tax 


The NTA Tax Committee, quoting from the Tax In- 
stitute publication above referred to, enumerates the 
advantages of the gross-profits tax as follows: 

“1. A new and different tax would be imposed solely 
as a substitute for the personal property ad-valorem 
tax on merchandise. 

“2. Effect is given to the amount of gross profit in the 
inventory as well as the turnover of the merchandise. 

“3. Equalization and uniformity in the tax burden 
among all taxpayers having inventories. 

“4. Imported merchandise exempt from the general 
property tax would be taxed on gross profit just like 
other merchandise. 

5. Ease and simplification of administration. Audits 
of the returns could be made much more expeditiously 
than under the present system of verification of the 
inventories, since in many cases there would be a direct 
tie-in with the federal income tax return as to the 
percentage of gross profit. Records are usually main- 
tained locally on sales, whereas in many cases no rec- 
ords are maintained of the amount of inventory kept 
in local establishments. 

“6. The taxation of gross profit at a low rate is pref- 
erable, psychologically, to a property tax on merchan- 
dise at a high millage rate.” 

Another advantage is that the tax could be levied in 
the form of a license tax requiring self-assessment- 


which means that the taxpayer would be required to 
compute and pay the tax with the return; the return, 
however, would be subject to the usual audit. Another 
advantagé would be that a predetermination of the 
tax, resulting in a greater degree of certainty as to the 
amount of tax, would create a greater amount of satis- 
faction to the taxpayers generally, thereby avoiding a 
source of irritation between the taxpayers and the tax 
assessors. 


Conclusion 


I offer the following recommendations for ridding us 
of the thoroughly unworkable personal-property tax 
on inventories: 

1. Adoption of a tax on gross profits in lieu of the 
present ad-valorem tax on inventory, such tax being 
much more in line with the principle of “ability to pay” 
and such tax to produce as much revenue as the 
present ad-valorem tax on inventory. 

2. Adoption of rules, regulations, and policies pro- 
mulgated to all taxpayers with the enforcement of a 
uniform ratio of assessments indiscriminately applied 
to all taxpayers alike; setting up procedures for ap- 
peals so that findings of deputies may be reviewed; 
universal requirement for all taxpayers to file simple 
renditions with complete information supplemented 
with adequate supporting data, thereby enabling all 
returns to be given either an office audit, or, where 
necessary, a field examination. But in any event the 
situation of the assessor as well as his staff should 
greatly be improved from the standpoint of tenure of 
office, pension benefits, compensation, training, budg- 
ets, recognition of professional status, etc. 

In conclusion, I advocate that these proposals be 
considered and discussed by taxpayers, tax officials, 
and those interested in government fiscal affairs, so 
as to focus attention and bring together all tax admin- 
istrators and others who are interested in accomplish- 
ing a solution which will relieve all taxpayers of the 
intolerable burden and the disgraceful conditions 
which have been described by some as “a device for 
the promotion of fraud and the encouragement of 
perjury.” * 


[Mr. Martel is vice-president of McKesson & Robbins, 
Inc., a firm manufacturing and selling in some 40 states. 
The present article is a result of his many years of work 
with tax administrators in hundreds of jurisdictions on 
the problem here discussed. It can be said fairly that 
Mr. Martel is one of the most experienced and highly 
respected persons active in state and local tax circles 
today. He is editor of the department on State and 
Local Taxation in THe JourNAL oF TAXATION. ]. 
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How we shifted a company improperly 


on the cash basis—an unfinished story 


feng Is HOW we filed the 1954 return 
of a company (Bee) that had been 
reporting on the cash basis for years, al- 
though obviously required by the Regu- 
lations to use the accrual method. We 
had to decide how to file this return 
for 1954 in the light of new rules gov- 
erning changes in accounting methods. 

The company’s returns had been ex- 
amined for 1951. It was obvious that 
the company’s method was wrong; but 
possibly because the courts had been 
allowing the unreported income to es- 
cape taxation altogether, the agents had 
never required the company to shift to 
the accrual basis. 

You will recall that under the 1939 
Code, Section 41 provided: 

“The net income shall be computed 
upon the basis of the taxpayer’s annual 
accounting period . . . in accordance 
with the method of accounting regularly 
employed in keeping the books of such 
taxpayer; but if no such method of ac- 
counting has been so employed, or if 
the method employed does not clearly 
reflect the income, the computations 
shall be made in accordance with such 
method as in the opinion of the Com- 
missioner does clearly reflect the in- 
come. . sg 

The Regulations on Section 41 cover- 
ing methods of accounting and changes 
(Sec. 29.41.-3) stipulated: 

“It is recognized that no uniform 
method of accounting can be prescribed 
for all taxpayers, and the law contem- 
plates that each taxpayer shall adopt 
such forms and systems of accounting as 
are in his judgment best suited to his 
purpose. Each taxpayer is required by 
lay to make a return of his true in- 
come....” 

Sec. 29. 41. -3: “All items of gross 
income shall be included in the gross 
income for the taxable year in which 
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they are received by the taxpayer, and 
deductions shall be taken accordingly, 
unless in order clearly to reflect in- 
come such amounts are to be properly 
accounted for as of a different period. 

. For instance, in any case in which 
it is necessary to use an inventory, no 
method of accounting in regard to pur- 
chases and sales will correctly reflect in- 
come except an accrual method. . ; 


Bee’s unreported income 


The Bee Company, since its incor- 
poration thirty years ago, had been en- 
gaged in the retail sale of household 
furniture and furnishings. A calendar- 
year corporation, its books were kept on 
the accrual basis although its federal in- 
come-tax returns had always been filed 
on the cash basis. At December 31, 
1953, the difference between the earned 
surplus on the books and the accumu- 
lated earnings and profits shown on the 
cash-basis return was $900,000, and 
consisted of the following income and 
expense items: 
Earned surplus per 
books 
Add: Expenses 
charged on the 
books but not on 
the tax return 
Accounts payable 
and accrued ex- 
penses 


$ 850,000 


105,000 
955, 000 
Subtract: Ex- 
penses charged on 
the return but not 
on the books 
Accounts rec. 
Inventory at 
12/31/58 

Prepaid interest 
and insurance, 
12/31/53 __ 5,000 
Deficit in earning 

and profits per tax 

return $ 


$700,000 
300,000 


1,005,000 


__50,000 
The $900,000 shown above repre+ 


sents many years’ accumulation of un- 
taxed profits, and is attributable prin- 
cipally to two tax accounting proce- 
dures: (1) inclusion of merchandise 
purchases in the deductible cost of sales 
when paid for, whether or not on hand 
at the year-end; and (2) inclusion of 
sales in the taxable income when the 
cash was received. Otherwise stated, 
sales made during the year but not 
collected before the year-end were not 
included in Bee’s taxable income, and 
neither opening nor closing inventories 
were used in determining its cost of 
sales for tax-reporting purposes. 

Use of opening and closing inven- 
tories is unquestionably essential to the 
correct determination of Bee Company’s 
net income. Nevertheless, although as 
of December 31, 1953, its federal in- 
come-tax returns had been examined by 
Revenue Agents through 1951 and 
numerous minor additional assessments 
had been imposed over the years, Bee 
had not been required to change its 
tax reporting to the accrual method. 
This omission, particularly in the more 
recent years, may be attributable to a 
lengthy series of court decisions favor- 
able to taxpayers in which the Commis- 
sioner’s representatives endeavored to 
compel conversion from. cash to accrual 
bases. Inherent in these actions was the 
Commissioner’s effort to include in tax- 
able income the conversion adjustments 
(corresponding to Bee Company’s 
$900,000) on the grounds that other- 
wise these profits would forever remain 
untaxed. While initially rather hesitant, 
the courts’ conclusions on this conten- 
tion rapidly became definite and practi- 
cally unanimous. They may be sum- 
marized as follows: 

1. The Commissioner’s authority to 
compel conversion from cash to accrual 
bases of accounting under the provi- 
sions of the Code and Regulations 
quoted above was upheld; 

2. The Commissioner was denied 
authority to include in the taxable year 
of the year of change the untaxed in- 
come as of the beginning of that year. 
Income, the courts said, should be taxed 
when earned rather than at the Com- 
missioner’s convenience; and 

3. The plea that if denied the author- 
ity mentioned in (2) much of this in- 
come, by operation of the statute of 
limitations, would escape taxation was 
denied. The statute, the courts said in 
effect, did not operate solely to the 
detriment of taxpayers. 

Concurrently with these involuntary 
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change cases, another and less well- 
defined series of court decisions was 
promulgated which dealt with the tax 
status of hitherto untaxed income where 
conversion from cash to accrual bases 
was initiated by the taxpayer. Although 
less definite than those on involuntary 
changes, these decisions were prepon- 
derately in favor of the Commissioner. 
Again resorting to broad generalities, 
it may be said the courts agreed that 
when taxpayers instituted such changes 
they admitted their errors and that the 
untaxed income at the beginning of the 
year of change should be included in 
taxable income. Since these two series 
of court decisions indicated that “he 
who initiates gets hurt,” it was perhaps 
inevitable that a tacit understanding 
not to disturb existing accounting meth- 
ods developed between the Commis- 
sioner’s and taxpayers’ representatives. 


The 1954 Act 

This temporizing with cash-to-accrual 
transitions has been ended by Section 
481 of the Revenue Code of 1954. 
Entitled “Adjustments Required by 
Changes in Method of Accounting,” 
the entirely new section’s purpose is 
well summarized in the following 
quotation from the Senate Committee 
Report on it: 

“If there is a change in the method 
of accounting employed in computing 
taxable income from the method em- 
ployed for the preceding taxable year, 
adjustments must be made in order that 
every item of gross income or deduc- 
tion is taken into account and that none 
is omitted. . It is only those omis- 
sions or doublings-up which are due to 
the change in method which must be 
adjusted.” 

Elsewhere in its report the Senate 
Committee states that these adjustments 
will be made without regard to whether 
the change is voluntary or involuntary. 
This conclusion is implicit also in Sec- 
tion 481(a), which states the general 
rule pertaining to conversions of this 
type. 


The iron curtain 

The impact of Section 481 on Bee 
Company’s tax accounting and report- 
ing is obvious. Conjointly with new 
Section 446, which re-enacted the 
principles of Section 41 of the 1939 
Code quoted above, it authorizes the 
Commissioner not only to compel con- 
version from cash to accrual in appro- 
priate tax circumstances, but also to 


include the transitional adjustments in 
taxable income. Since Section 481 was 
applicable to Bee Company’s account- 
ing as of and after January 1, 1954, 
it was apparent that prompt ascer- 
tainment of the then tax status of the 
$900,000 untaxed income as_ of 
December 31, 1953, was exceedingly 
important to it. Would the entire 
amount become taxable income in the 
“year of change,” presumably 1954, 
and if so how would the resulting addi- 
tional federal and Massachusetts income 
taxes—estimated at $500,000—be paid? 
Or was the $900,000 exempt from tax, 
since Section 481(a)(2) states that 
" there shall not be taken into 
account any adjustment in respect of 
any taxable year to which this section 
does not apply,” that is, years prior 
to January 1, 1954, in Bee Company’s 
case? 


Year adjustment is applicable 
Diligent efforts were made to obtain 


official advice or information on these 
questions, but without success. Re- 
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quests for unofficial comment were 
politely declined, usually with the ob- 
servation that they were receiving con- 
sideration but that no conclusions had 
been reached on them. Regulations on 
Section 481 were—and still are—im- 
patiently awaited. The official silence on 
Section 481 was, and still is, deafening. 
Meanwhile, some tax accountants and 
counsel, including those representing 
Bee Company, gradually began to 
doubt that this official silence was 
wholly attributable to the monumental 
task of writing Regulations for the new 
Code. Was it possible, they asked, that 
the answers to transitional adjustment 
questions, including those stated above, 
were being withheld by zealous official- 
dom anxious to “protect the federal 
revenues?” 

If so, Bee Company and others in 
like tax circumstances faced contin- 
gencies which threatened their financial 
solvency. To illustrate, assume Bee filed 
its calendar-year 1954 and 1955 federal 
returns on the cash basis. Obviously, 
during that two-year period all the un- 





As WE GO to press, word comes 
that the Second Circuit has upheld 
a jury finding that negligence 
penalties were proper where the 
taxpayer filed on a cash _ basis 
though the Regulations required 
him to use inventories (Boynton, 
12/7/55). The court said: 

“The evidence amply supports 
the jury’s finding that plaintiff's 
failure to report his income accu- 
rately was due to negligence. Al- 
though plaintiff employed an ac- 
countant, that accountant testified 
he told the plaintiff the inventories 
were necessary in preparing the re- 
turns and that plaintiff refused to 
have the inventories used in mak- 
ing up the returns. On the basis of 
this testimony, coupled with plain- 
tiff’s testimony that he did not 
know what constituted a cash basis, 
the jury could reasonably find 
negligence.” 

“The judge told the jury that ‘as 
a matter of law the regulations were 
properly applied by Commissioner 
when he assessed the taxes’; that the 
only question for the jury was 
whether the Commissioner was cor- 
rect in assessing the penalties; and 





FAILURE TO USE INVENTORIES IS NEGLIGENCE 


that the penalities were properly 
assessed if plaintiff's failure to re- 
port his income, as required by the 
Regulations, was either negligent or 
intentional. The judge submitted 
to the jury two questions, worded 
identically except as to the year 
involved, reading: “Was the plain- 
tiff's failure to report his income 
for the year, in the manner pre- 
scribed by law, due either to negli- 
gence or to intentional disregard 
of rules and regulations?’ Plaintiff's 
sole objections to the charge were 
as follows: 

“If the court please, I except to 
your Honor’s charge that if the 
plaintiff's failure to report was in- 
tentional, that he is liable for a 
penalty. Our position is that a man 
has the right to contest any of the 
Regulations of the Bureau of In- 
ternal Revenue, as long as it is 
done in good faith, and that he is 
not to be penalized for asserting 
his legal rights or asserting what 
he in good faith believes are his 
legal rights. . .’ The jury’s 
answers to the questions were that 
plaintiff's failure was due to neg- 
ligence.” * 
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taxed income represented by the ac- 
counts receivable as of December 31, 
1953, would have been collected and 
included in taxable income. Likewise, 
the merchandise inventory at that date 
would have followed the same cycle 
into In other words, all the 
untaxed income as of December 31, 
1953, would automatically enter into 
taxable income in the two immediately 
following years. 

As of December 31, 
and probably greater accumulation of 
would have resulted 


income. 


1955, another 


untaxed income 
Bee’s 
methods. While generally similar in 
content to that as 3l, 
1953, the 1955 would 


differ from it in at least one significant 


from cash-basis tax-accounting 
of December 


accumulation 


tax particular: all would have originated 
in taxable years subject to Section 481. 
Otherwise stated, under the provisions 
of Sections 446 and 481, the 
amount of untaxed income as of Decem- 
ber 31, 1955, would be fully taxable. It 
is true that in order to lessen the tax 
impact Section 481(b) permits limited 
the transitional adjust- 


entire 


averaging of 
ments over the year of change and 
some preceding years, and that Section 
481(c) authorizes the Secretary of the 
Treasury or his delegate to establish 
other means by which the adjustments 
may be taken into account. Neverthe- 
less, it is apparent that by one method 
or another all the transitional adjust- 
ments would enter into the computation 
of taxable income if subject to Section 
481. 


Bee Company's decision 

Not without trepidation, Bee Com- 
calendar-year 1954 federal 
income-tax filed the 
accrual basis. The Schedule L “Begin- 
ning of Taxable Year” balance-sheet 
included in it was shown on the accrual 
basis, and the Schedule M “Earned 
Surplus at the end of preceding 
taxable year” was the $50,000 cash- 
basis deficit as of December 31, 1953. 
The $900,000 in transitional adjust- 
ments was detailed in a schedule sup- 
porting Item 20 of Schedule M (“Sun- 


pany’s 


return was on 


[George F. Shannon, CPA, is a member 
of the firm of Tupper, Moore & Com- 
pany, public accounting firm in 
Worcester, Massachusetts. This article is 
based on a paper which appeared in 
the Bulletin of the Massachusetts 
Society of CPAs.] 
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dry credits to earned. surplus”), under 
the heading “Adjustments from cash to 
accrual basis of accounting as of com- 
mencement of business January l, 
1954.” Admittedly, this method of tax 
reporting is inconsistent and unrecon- 
cilable with that used in 1953 and 
earlier years, and is based on the highly 
improbable assumption that the entire 
$900,000 would escape taxation. There 
is, furthermore, more than a possibility 
that the Commissioner’s representatives 
will assert that the 1954 return is, in 
effect, a voluntary change of account- 
ing method, and, therefore, that the 
$900,000 is taxable income under the 
case line previously mentioned. 

These and other potential tax con- 
sequences were carefully considered 
by Bee’s tax accountants and counsel 
before the return was field. In their 
opinion, the prospective 
income-tax liability has not been in- 


company’s 





creased because of the action taken, 
and they believe Bee’s bargaining posi- 
tion is much better than it would be 
if nothing had been done. The worst 
possible answer to Bee’s transitional 
adjustment questions, they thought, 
would be to continue filing on the cash 
basis and supinely permit the initiative 
to pass wholly to the Commissioner’s 
representatives. It appears that these 
views have gained adherents since Bee 
Company’s return was filed. Several 
distinguished tax accountants and 
attorneys hold them, and one of the tax 
reporting services has described the 
opportunity seized by Bee Company 
and others as a “windfall.” Nevertheless, 
all technical tax considerations notwith- 
standing, common sense dictates that 
the Commissioner will not, without 
exercising his administrative authority 
to its maximum, permit Bee’s $900,000 
or some part of it to escape taxation. 


Informal polls show widespread adoption 


of accelerated depreciation under new Code 


i ur RESULTS of two small-scale polls 

conducted concurrently by corpo- 
rate executives indicate that many 
companies are taking advantage of the 
accelerated depreciation provisions of 
the 1954 Code. As reported in The 
Controller for November 1955, a survey 
of 55 companies by Thomas M. Mc- 
Dade, controller of General Foods, 
showed that 28 (of 47 replying) have 
changed their depreciation practices on 
the basis of the new act. A number of 
those who have not changed are still 
considering doing so. Of the 28 com- 
panies making some change, 17 are 
adopting the sum-of-the-year’s-digits, 
six favor declining-balance, and five 
are using both methods, depending on 
the class of assets involved. 

Fifteen of the 28 say that the pro- 
vision for depreciation on books and on 
tax returns will be the same, 13 say 
they will be different. 

On the subject of past years’ provi- 
sions, 13 of the 48 stated that provisions 
in the tax returns were not in agree- 
ment with book provisions; the remain- 
ing companies reported these to be the 
same. Twenty companies reported that 
they kept separate records for tax de- 
preciation. 

Paul Wernicke, controller of Minne- 
apolis-Honeywell, conducted a_ similar 


survey at the same time. Of the 98 
firms which reported to him, 67 were 
adopting accelerated depreciation, 26 
weren't, and five were undecided. Of 
the 67 adopting accelerated deprecia- 
tion: 

41 were taking it for taxes and books, 
reducing income; 
were taking it for taxes only and 
crediting tax saving to deferred 
liability account, leaving net in- 
come unchanged; 
were taking it for taxes only, 
keeping books on normal depre- 
ciation basis and reflecting tax 
saving as an increase in net in- 
come; 

6 were undecided as to accounting 
treatment. 

Mr. Wernicke’s personal view, which 
he submitted to The Controller along 
with the results of his poll, is that “a 
study of various ways to handle depre- 
ciation accounting-wise will reveal that 
in a growth company, where capital 
asset additions will soon equal or ex- 
ceed those of the past and where assets 
are today conservatively stated in the 
accounts of the company, only one ap- 
proach is sensible; accelerated depreci- 
ation should be taken for tax purposes 
only and the tax savings should be re- 
flected as an increase in income. 
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“Any projections in such a case show 
that if these savings are credited to a 
reserve account, that reserve will con- 
tinue to grow for a number of years 
and finally level off, but will never be 
used. Final disposition would result in 
closing out the reserve account to sur- 
plus, in which event it would never be 
reflected in the income accounts, where 
it belongs.” vr 


Using charitable contributions 
for sales promotions 


WituiaM K. Wat.ace, in his Business 
and Taxes (November 5, 1955), com- 
mented neatly on the background and 
effect of Rev. Rul. 55-514 (JTax): 

A businessman recently had a rather 
novel idea for using charitable contribu- 
tions as a sales promotion device. The 
method he used didn’t work out tax- 
wise as he had expected, but it actually 
paved the way for a more liberal use of 
his method. 

Through a solely-owned corporation, 
he was engaged in the distribution of a 
trade-marked, packaged product. To 
each package was attached a coupon 
which the purchaser could fill in with 
the name of any charitable organization 
of his choice. The charity could then 
present the coupon to this businessman, 
not the corporation, and he personally 
contributed to the charity the amount 
specified on the coupon. 

Charitable contributions by a corpora- 


tion are limited to 5% of its taxable 
income. By agreeing to make the con- 
tribution personally, this entrepreneur 
sought to avoid the 5% corporate limit 
and come within the 20% to 30% limit 
applicable to individuals. 

At this point the Commissioner ruled 
that payments in redemption of the 
coupons were not charitable contribu- 
tions at all, since they were made in 
satisfaction of a legally binding con- 
tractual obligation of the corporation to 
the purchaser of the product. The con- 
sideration was the purchase of the 
product. As made in satisfaction of a 
contractual obligation, the payments 
cannot be considered as charitable con- 
tributions. 

The immediate result is adverse to the 
position of this individual (he probably 
can’t deduct the payments as a business 
expense since the business was not his, 
but that of the corporation). But, by 
characterizing the payment as contrac- 
tual and not a charitable contribution, 
the Commissioner has in effect ruled it 
a deductible business expense of the 
corporation. Hence there is no longer 
any need for trying to avoid the 5% 
corporate limit. The corporation itself 
may now agree under the coupon con- 
tracts to make the payments to the 
specified charities and deduct the pay- 
ments so made as an ordinary and neces- 
sary business expense. This rule is, of 
course, equally applicable to partner- 
ships and individual proprietorships. 


New accounting decisions this month 





Ordinary income on futures purchased 
to assure manufacturing supply. Both 
the Tax Court and the Court of Appeals 
found that taxpayer was right when it 
originally filed its tax returns showing 
as ordinary income the profit it made 
on corn futures contracts. This Court 
points out that the transactions were 
vitally important in assuring it a source 
of supply, far cheaper than storage 
facilities and a protection against price 
rises in a shortage. The taxpayer had 
argued that these contracts were capi- 
tal assets as defined in the Code. [See 
comment next month. Ed.] Corn Prod- 
ucts Refining Co., Sp. Ct., 11/7/55. 


Another chapter in Thomas Flexible 
Coupling: payments are capital to Mrs. 
Thomas. At issue here is the taxability 
to Mrs. Bertha Thomas of payments 


based on sales, made to her by Thomas 
Flexible Coupling for 1940, 1942-1946. 
The deductibility of these payments had 
been litigated previously. Deduction for 
the years 1939, 1940, and 1941 was 
denied; they were made under a 1939 
contract which the court found not 
binding because, all rights having been 
given in 1920, the corporation got no 
benefit for increased royalties payable 
under the 1939 contract. However, a 
state court held the 1939 contract bind- 
ing and deduction was allowed for 1942, 
1943, and 1944 in a later case. 

The taxpayer here, the court notes, 
was not a party to that litigation and 
her chief argument—that the payments 
were for purchase of a capital asset— 
seems not to have been considered 
there. This court says that the “license” 
agreement of 1943 is really a sale, 
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though the price is indeterminate and 
computed on the basis of annual sales 
and the company did not have the right 
to sublicense. Thomas Estate, DC Pa., 
10/11/55. 


Excess of maturity value over cost of 
B & L certificates is capital. In 1940, 
taxpayer purchased an investor’s cer- 
tificate from the Equitable Savings & 
Loan Association in Portland, Oregon. 
The certificate had a face value of 
$100,000 and was in registered form. 
From 1940 to 1947, the taxpayer paid 
$85,000 to the Association on account 
of the certificate. It matured in 1948, 
and the $15,000 of profit was reported 
as long-term capital gain. The Com- 
missioner argued that the profit was 
ordinary income, but the court agreed 
with the taxpayer, applying Section 117 
of the 1939 Internal Revenue Code. 
John, DC Oregon, 10/20/55. 


Isolated sale by producers of films for 
lease gives rise to capital gain. A motion 
picture producer sold 200 fully de- 
preciated films which had been the sub- 
ject of leases to exhibitors on a rental 
basis. The sale is considered as an iso- 
lated and unusual sale of property used 
in a trade or business, and the gain 
realized therefrom is taxable as a long- 
term capital gain under Sec. 1231 of 
IRC 1954. Rev. Rul. 55-706. 


Capital gain on movie producer's sale 
of share of profit. Phil Ryan, a movie 
producer, purchased an option on the 
story from which the film “Fighting 
Father Dunn” was later produced. In 
1946 he sold the option to RKO for 
a 10% interest in the profits of the film. 
A sale of half this 10% interest more 
than six months later constituted long- 
term capital gain rather than ordinary 
income, since Ryan was not in the 
business of selling interests in motion 
pictures. O’Brien, 25 TC No. 48. 


Right to corporate name an intangible 
capital asset. A sale by a corporation 
of the right to use its corporate name 
is a sale of an intangible capital asset 
of indefinite life and the gain is capital. 
Rev. Rul. 55-694. 


Capital gain on sale of rental and in- 
vestment properties; ordinary income on 
houses built. Taxpayer was a builder 
engaged principally in constructing and 
selling homes. However, he also held 
real properties in his own name and in 
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the names of two controlled corporations 
for rental and investment purposes. He 
realized capital gain on sales of land 
acquired as an investment and held 
passively,, and on sales of property 
originally built for rental purposes and 
so held until time of sale. He realized 
ordinary income, however, on sales of 
(1) vacant land zoned and suitable for 
the building of homes (on a portion of 
which he acctually did build some 
homes), and (2) a tract that had been 
actively and methodically developed 
for the houses. 
One of his corporations which con- 
structed and operated a large apart- 
ment project containing 48 units real- 
ized capital gain when it decided to 
liquidate the investment and sell the 
units separately. It was held to have 
engaged in the orderly liquidation, as 
promptly as possible, of a rental busi- 


construction of row 


ness which had proved unprofitable. 
Metz, TCM 1955-303. 


“Lease” held sale of land; “rent” is 
capital. The taxpayer transferred land 
under an instrument designated as a 
lease for a period of 68 years. The 
lessee agreed to build a valuable build- 
ing on the land, and had the option tc 
acquire the land at the end of the 
lease for a payment of $10. The tax- 
payer contended that the amounts re- 
ceived, although originally reported on 
her tax returns as rent, should be 
treated as proceeds from the sale of the 
property. The Sixth Circuit agreed that 
the net effect of the transaction was a 
sale and not a lease. From the terms 
of the instrument, the true intent of the 
parties was to make a sale, even though 
the arrangement was called a lease and 
the payments called rentals. 
Furthermore, the “lessee” was to ac- 


were 


quire title to the property, and was ac- 
quiring an equity therein. Section 23- 
(a)(1)(A) of the 1939 Code specifi- 
cally denies a rent deduction in such a 
situation. Oesterreich, CA-9, 10/29/55. 


Lawyer not in the real estate business. 
Taxpayer, a practicing Florida lawyer, 
acquired 123 lots from a partnership 
in which he had been a member but 
which had been managed mainly by 
others; his services had been mostly 
legal. About 110 lots bought for the 
erection of rental units were, due to 
later circumstances, unsuitable. He dis- 
posed of the property in 38 transactions 
over two years and claimed capital- 
gains treatment. The Commissioner and 
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the Tax Court both agreed it was ordi- 
nary income. They relied on taxpayer’s 
real estate activities in prior years and 
the frequency and continuity of the 
sales in the years involved. This court 
holds for the taxpayer. It points out 
that through all the period taxpayer 
was active as a lawyer. He testified 
that the lots were held for investment, 
and that every sale was made in the 
process of liquidation. “The evidence 
in this record was not sufficient to 
warrant a rejection by the Tax Court of 
the positive testimony of petitioner.” 
Ross, CA-5, 11/18/55. 


78 residential properties purchased and 
81 sold in three years gave rise to 
ordinary income. Taxpayer was a law- 
yer but his law practice was small com- 
pared with his real estate activity. In 
1944 he owned 23 residential proper- 
ties and over the next three years bought 
78, sold 81, and owned 20 at the end 
of 1947. He claimed that sales were 
made only when required because of 
excessive repairs or other unusual cir- 
cumstances. In view of the number of 
sales, the Tax Court found that they 
were held for sale whenever a profitable 
price could be obtained, and held the 
gain ordinary. This court affirms. Saltz- 
man, CA-3, 11/1/55. 


ACCOUNTING METHOD 


Can’t use completed contract method 
for real estate. Taxpayers were engaged 
in selling lots under a written contract 
which provided for the delivery of a 
deed upon the completion of the pay- 
ment of the agreed price. The purchaser 
had the option of paying all of the 
consideration at once or in monthly 
installments. Taxpayers reported their 
gain in the year the deed was deliv- 
ered, describing their method of ac- 
counting as the “completed contract” 
basis. That was held to be improper. 
Gain was taxable upon receipt. Wood, 
TCM 1955-301. 


DEDUCTIBILITY 


Must capitalize new drainage system 
for outdoor theatre. Taxpayer con- 
structed a drive-in theatre on sloping 
ground without a proper drainage sys- 
tem. Subsequently, in compromise of 
a lawsuit for damages caused by the 
increased flow to neighboring lands, a 
drainage system to carry the water to 
a public drain was put in. If provision 





had been made in the original plans for 
the construction, there could hardly be 
any question that the costs would be 
capital outlays; therefore such costs 
even if incurred in settlement of litiga- 
tion at a later time were capital expend- 
itures and not ordinary and necessary 
business expenses. Two judges concur; 
four dissent on the ground that the 
expenditure did not improve the pro- 
perty or prolong its useful life. The ex- 
penditure did not cure the original 
geological defect of the land but only 
dealt with the immediate consequences. 
Mt. Morris Drive-In Theatre, 25 TC 
No. 38. 


Truckers’ over-weight fines not deduct- 
ible. Taxpayer, a trucking company, 
paid fines levied in the various states 
for violations of laws prescribing maxi- 
mum weights, loads, and sizes of ve- 
hicles. The violations were all innocent, 
resulting from such things as the shift- 
ing of the freight in the truck while on 
the road. Nevertheless, the court held 
the fines to be penal in nature, and 
therefore not deductible for federal tax 
purposes. The cases allowing deduction 
of OPA penalties were distinguished on 
the ground that the price control law 
itself distinguished between wilful and 
innocent violators. Hoover Motor Ex- 
press Company, DC Tenn., 10/11/55. 


“Dividends” of savings and loan asso- 
ciations are deductible in year with- 
drawable by its depositors. Savings and 
loan associations are permitted to de- 
duct as interest the “dividends” paid to 
depositors. Such dividends are allow- 
able in the year in which the amounts 
were declared payable and withdraw- 
able by the depositors on demand, even 
though the credits were computed on 
balances over a period of more than one 
year. Rev. Rul. 55-703. 


Must capitalize research in developing 
new product. Red Star Yeast was en- 
gaged for some time in research, study, 
and experimentation in an effort to de- 
velop a process and technique for the 
successful manufacture commercially of 
active dry yeast. It paid $50,000 in 1943 
and 1944 to Best Yeast primarily for aid 
in research, to adopt the Best Yeast ex- 
perience and know-how to producing 
dry yeast from Red Star’s products. The 
payments were held to be capital ex- 
penditures for research and experi- 


mental activity; there was no authority 
in either the 1939 Code or Regulations 
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permitting their deduction as current 
business expenses. [Comment next 
month. Ed.] Red Star Yeast, 25 TC 
No. 44. 


Cost of slowing erosion of lake bluff is 
capital. Taxpayer had its manufacturing 
plant on a bluff adjacent to the shore 
of Lake Michigan. It expended over 
$19,000 for construction of drains in 
the lake bank, a new sewer, and two 
permeable groins extending into the 
lake in an attempt to stop erosion of the 
bluff. Although the construction had not 
prolonged the useful life of the prop- 
erty, it did add to the value of the prop- 
erty for use in the business. Accordingly, 
the costs were to be capitalized and 
depreciated over a 50-year estimated 
life. A fee paid to engineers for advice 
respecting construction, which advice 
was not followed, was properly deduct- 
ible as a fee for professional services in 
the year incurred. Red Star Yeast, 25 
TC No. 44. 


Partial business bad debt deductions 
lost; no proof of worthlessness and 
charge-off. Taxpayer, a stripper and 
loader of coal, made advances in 1948 
to contractors to cover their direct oper- 
ating costs. Repayment of the advances 
was to be made through credits at the 
rate of $2.50 per ton for coal loaded 
into taxpayer’s trucks. A partial bad 
debt deduction for 1948 was denied; 
there was no evidence of substantial 
change in the contractors’ financial con- 
dition in 1948 which adversely affected 
their ability to make repayment in the 
manner specifically provided, and there 
was no evidence of any abandonment 
or charge-off that year. Findley, 25 TC 
No. 43. 


Partial mortgage cancellation by sav- 
ings bank affects the computation of its 
bad debt reserve. The partial cancela- 
tion of a mortgage held by a mutual 
savings bank in years before the bank 
became subject to income tax, reduces 
the adjusted tax basis of the mortgage 
to the extent of the amount canceled. 
The cancelled portion is not to be in- 
cluded in the surplus, undivided profits, 
and reserves of the mortgagee-bank for 
the purpose of determining the ratio of 
additions to the bank’s reserve for bad 
debts. Rev. Rul. 55-704. 


WHAT IS INCOME 
Service analyzes “split-dollar” life in- 
surance premiums and _ consequent 


policy payments, Proceeds of a life in- 
surance policy payable upon death of 
an employee to both the employer and 
the employee’s beneficiary is wholly tax- 
exempt, where the employer has paid 
the premiums attributable to the cash 
surrender value of the policy, and the 
employee has paid the balance. There 
is no realization of income by the em- 
ployee upon the payment of the em- 
ployer’s portion of the premiums, and 
the employer will receive no deduction 
for such payment. [See comment p. 


122. Ed.| Rev. Rul. 55-713. 


Corporation president not taxable on 
funds embezzled from it; loss to cor- 
poration found unproved. [Certiorari 
denied.] Corporate taxpayer failed to 
record or report certain sales proceeds. 
Taxpayer contended that a certain 
amount of the unreported sales proceeds 
represented a misappropriation of funds 
by its president and therefore it was 
entitled to a loss deduction in that 
amount. However, Tax Court was cor- 
rect in disallowing claimed loss since 
taxpayer failed to show amount of mis- 
appropriation or years in which it oc- 
curred. It also failed to prove that it will 
not recover such funds. The misappro- 
priated funds were not taxable to tax- 
payer’s president, since he had with- 
drawn the funds from the corporate 
bank accounts without his company’s 
consent. The misappropriation consti- 
tuted a simple case of embezzlement, 
and is controlled by the Wilcox case 
holding such an embezzlement nontax- 
able. One dissent: the Wilcox case is of 
doubtful standing as a precedent and in 
any event these facts are closer to 
Rutkin. Dix, CA-2, 6/2/55, cert. den. 
11/14/55. 


No income on $100,000 house bought 
for $40,000 though seller did business 
with buyer’s in-laws. Taxpayer and his 
wife had a residence constructed for 
them by a contractor recommended by 
the wife’s father. The contractor had 
been employed by the father on large 
construction projects. He was anxious 
to obtain the father’s goodwill and fu- 
ture business, and quoted a price of 
$40,000 which he anticipated would not 
leave him any profit. The actual cost of 
construction totalled $102,000 because 
of “extras” and increased labor costs, 
but taxpayers paid only the agreed price 
of $40,000. Taxpayers did not receive 
income by virtue of the fact that the 
cost of construction and the fair market 
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value of the residence was in excess of 
the purchase price. The purchase of 
property for less than its value does not, 
of itself, give rise to the realization of 
taxable income. There was no employer- 
employee relationship from which the 
differential might be inferred as com- 
pensatory, nor were any elements of a 


dividend present. Pellar, 25 TC No. 42. 
BASIS QUESTIONS 


Basis of municipal bonds. Upon the 
facts, the court determined the cost or 
other basis of municipal bonds together 
with the amount received upon the sale 
of each bond, and the capital gain on 
loss realized. Straehley, TCM 1955-315. 


Prior to 1942 no election needed to 
capitalize carrying charges. Taxpayer 
held some real property for several years 
before eventually selling it. During 
those years, the estate incurred sub- 
stantial carrying charges, only part of 
which were deducted on its income tax 
returns. The property was eventually 
sold at a profit. The estate contended 
that under the tax benefit rule, the gain 
should be reduced by the amount of the 
carrying charges which were either not 
deducted or which did not result in a 
tax benefit to the estate. The court 
agreed, with one exception. The carry- 
ing charges incurred after the 1942 act 
and not deducted could not be added 
to basis because the estate had not made 
a proper election pursuant to the Regu- 
lations promulgated under that act; no 
formal election to capitalize was re- 
quired under prior law. Merritt Estate, 
CA-9, 10/31/55. 


WHOSE INCOME IS IT 


Profits of employee-sons of chief stock- 
holder attributed to corporation; stock- 
holder in constructive receipt of such 
income. United Packing, a corporation 
engaged in meat packing, was con- 
trolled by its president, who owned 
57% of the stock. His sons, although 
not officers or stockholders, exercised 
the authority of officers and ran the 
business in the president’s absences. 
Overceiling payments on meat which 
were collected by the sons on behalf of 
the corporation, at the direction of the 
president, must, the court holds, be 
included in corporate income. (They 
are also dividends to the father and gifts 
to the sons.) Corporate income also in- 
cluded: (1) amounts received by the 





90 ° 


The Journal of Taxation * 


sons under agreements made with retail 
meat dealers to share in the dealers’ 
profits as a substitute for overceiling 
payments; and (2) personal profits de- 
rived by one of the sons on cattle trans- 
actions while acting as a salaried em- 
ployee of the corporation. Since the in- 
come was received by the sons or rela- 
tives of the principal stockholder with 
his approval and consent, they consti- 
tuted dividend distributions to such 
stockholders. Union Packing Co. TCM 
1955-308. 


Sellers taxable on income of partnership 
assets being sold though due to buyers. 
Taxpayer partnership agreed to sell its 
business as of January 26. After that 
date to date of actual sale the profits of 
the business, though it was run by the 
sellers, were payable to the buyers. The 
Commissioner taxed the profit, some 
$81,000, of this “buyers’ business 
period” to the partnership. The Tax 
Court and this court agree. The profits 
were from the business and were tax- 
able to the owners though they had con- 
tracted to apply the profit in a particu- 
lar manner. One dissent. Hulbert, CA-7, 
11/22/55. 


WHEN IS IT INCOME 


Corporation permitted to force minor- 
ity stockholders to sell; sale isn’t in- 
voluntary conversion. Under a state law 
any stock life insurance company of that 
state may adopt a plan of mutualization, 
and once it has acquired 90% of its 
outstanding stock, it may compel the 
stockholders to sell. Such 
forced sale of stock will not be con- 


remaining 


sidered as a transaction consummated 
under a threat of condemnation. A re- 
investment of the proceeds by the sell- 
ing stockholders will not qualify as a 
nontaxable exchange of property in- 
voluntarily converted. Rev. Rul. 55-717. 


Employee will be taxed when guaran- 
tors of his salary buy annuity or create 
trust for him. Taxpayer entered into an 
employment contract with his corpora- 
tion fixing his salary for a period of 
years. The contract was guaranteed by 
two The 
willing to pay a lump sum to a trustee, 
or to purchase an annuity to meet the 


individuals. guarantors are 


deficiency in salary and end the guar- 
anty agreement. The Service rules that 
such a payment would be taxable in- 
come in the year in which the transfer 
or purchase is made. Rev. Rul. 55-691. 
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No loss upon giving government option 
on land; deductible when seized. In 
1947, the taxpayer granted the govern- 
ment an option, exercisable within one 
year, to acquire its land at a specific 
price and upon specific terms. The op- 
tion was not acted upon by the govern- 
ment, but in 1949 it acquired the land 
by eminent domain proceedings at ihe 
prices stipulated in the option contract. 
The taxpayer claimed 1 loss on the sale 
of the land in 1947. The court held that 
the loss was not deductible in that year 
because there existed only an option 
and not an unconditional liability of the 
purchaser for the purchase price. Rich 
Lumber Company, DC Massachusetts, 
10/17/55. 


Forgiveness of subsidiary’s indebted- 
ness was contribution to capital. Tax- 
payer was one of the operating com- 
panies in the Associated Gas & Electric 
chain. Several corporations higher in the 
utility pyramid held $13,500,000 of its 
bonds. In 1932, the parent holding com- 
pany decided to sell taxpayer’s bonds 
to the public. However it wanted to sell 
bonds with different maturities. In con- 
nection with this, the parent and others 
exchanged the $13,500,000 of bonds 
that they held for $12 million of new 
bonds issued by the taxpayer which 
were more attractive to the public. In 
addition, the extra $1,500,000 improved 
the taxpayer’s balance-sheet and im- 
proved the salability of the new bonds. 
The Pennsylvania Public Utility Com- 
mission took the position that the 
$1,500,000 of forgiven indebtedness 
was income over the life of the new 
bonds. The government contended that 
the same treatment was required for tax 
purposes in years the taxpayer filed 
separate returns. The court held that 
the $1,500,000 was a contribution to 
the capital of the taxpayer. The court 
said that this case differs from others on 
forgiveness of indebtedness in the rela- 
tion of the parties. In those cases the 
debtor as taxpayer was claiming the 
reduction was a gift. Moreover, even if 
the excess is taxable income, it would 
have been taxable in 1932, the year of 
the exchange. Pennsylvania Electric 
Company, Court of Claims, 11/8/55. 


Farmer has income when co-op returns 
amounts deducted in prior years. The 
taxpayers were on a cash basis and were 
members of an apple growers’ coopera- 
tive. In prior taxable years, certain 
amounts had been withheld from pay- 





ments to the taxpayers by the associa- 
tion. These amounts were withheld pur- 
suant to a by-law of the association, 
and were to be used for working capi- 
tal. In later years, the taxpayers re- 
ceived the amounts previously withheld, 
and contended that they were not tax- 
able income then. The court, following 
its previous holdings on this question, 
upheld the District Court, finding that 
the amounts involved were taxable in- 
come when actually received in cash by 
the taxpayers and not in the year with- 
held by the association. Moe, CA-9, 
10/28/55. 


Capital gain on architect's sale of part- 
nership interest for estimated unreal- 
ized fees. Silling and Tucker were mem- 
bers of an architectural partnership. In 
1951 Tucker agreed to withdraw from 
the firm in return for $40,000, his share 
of the expected profits on contracts then 
in work. Payment was to be made in 
installments, $24,000 in 1951, $12,000 
in 1952 and $4,000 in 1953, at which 
time Tucker was to execute a bill of sale 
in the amount of $1 for the sale of his 
partnership interest. The 1951 tax re- 
turns of both Tucker and Silling are 
here before the Court. The 1951 agree- 
ment was held not to constitute an as- 
signment of income since the partner- 
ship was intended to be dissolved then, 
the services had not yet been performed, 
and the estimated amounts had not yet 
been earned. The transaction amounted 
to a sale of his partnership interest for 
$40,000. The purchasing partner must 
treat the $24,000 payment in 1951 as 
the purchase price of a capital asset. It 
was error for him to treat Tucker as a 
partner for the whole year and show 
$24,000 as income distributable to him. 


[Well comment next month. Ed.] 
Tucker, TCM 1955-294. 
WORTHLESSNESS 


Stock not worthless prior to liquidating 
payment, Taxpayer had invested $69,- 
500 in stock of a steel company. In 
1948, on complete liquidation of the 
company, she received $5,800 in full 
payment and claimed a capital loss. 
The Commissioner disallowed the loss, 
contending that the stock had no value 
subsequent to 1939. However, the court 
held the liquidating payment in 1948 
was convincing evidence that the stock 
did not become worthless prior thereto, 
and on the basis of the entire record 
allowed the loss. Hart, TCM 1955-295. 
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Difficulties faced by taxpayer trying 


to take tax advantage of a loss carryover 


by THOMAS N. TARLEAU 


The purpose of this article is to describe how the present law works in practice 


in controlling the transfer between taxpayers of operating-loss carryovers. It has 


especial reference to business decisions involving mergers and .other corporate 


acquisitions, and the previous difficulty of preventing transfer of tax benefit 


T IS DIFFICULT to provide a concise 
I statement of the present law regard- 
ing transfers of tax loss carryovers. The 
uncertainties of the pre-1954 law have 
been carried into the new Code. More- 
over, we now have a complex set of 
new provisions with ambiguities of their 
own—an intricate set of rules likely to 
plague us for years to come. For 
example: 

1. Section 381 of the 1954 Code liber- 
alized the former law by providing that 
loss carryovers pass to successor cor- 
porations in tax-free reorganizations. 
Before, if a corporation with a tax loss 
disappeared in a merger, the carryover 
frequently disappeared as well, depend- 
ing upon the form of the reorganization 
(see New Colonial Ice Co., 292 U.S. 
435). 

2. The liberality of Section 381 is re- 
stricted by Section 382(b). If the stock- 
holders of the loss corporation own, 
after a reorganization, less than a 20 
per cent interest in the corporation 
which is to use the carryover, the carry- 
over will be disallowed in whole or in 
part, depending upon the ratio of their 
interest to 20 per cent. 

3. Where stock of a corporation 
changes hands through purchase to the 
extent of 50 percentage points of the 
total amount outstanding, that corpora- 
tion’s carryover will be disallowed in 
full unless the corporation conducted 
some business prior to the purchase 


and continues to carry it on for up to 
2 years thereafter. 

Section 269 (1939 Code Section 
129) deprives transferees of the benefit 
of a beneficial tax attribute where the 
acquisition of corporate stock or prop- 
erty with which it was connected was 
primarily motivated by a desire to get 
the carryover or other benefit. It was 
enacted in 1943 when the most signifi- 
cant transferable corporate tax attribute, 
from the point of view of revenue, was 
the excess-profits-tax credit. That was 
a device for establishing what part of 
a corporation’s current profits were at- 
tributable to war. It is different from 
the net loss carryover which is in- 
tended to permit recoupment of past 
losses. The reason for limiting wartime 
transfers of such credits are therefore 
not necessarily applicable to the loss 
carryover. 

Section 269 has not worked well. 
The courts have been reluctant to find 
the prohibited motivation in cases in 
which the government has brought be- 
fore them. The problem of enforce- 
ment is common to most legislation 
which makes tax consequences turn 
upon subjective intention. With Sec- 
tion 269, the judges had not only to 
probe states of mind, but also to select 
dominant motives from the several 
purposes which generally lie behind 
the acquisitions covered by the section. 
In case after case the courts found 


enough legitimate business purpose to 
set aside the application of Section 269. 
Moreover, the scope of Section 269 has 
never been entirely clear because of the 
outstanding question as to whether it 
could deprive a continuing corporate 
entity of its own tax attributes. 

It is true, of course, that Section 269 
has had a certain effect in terrorem. 
Despite its technical faults and erratic 
operation, it did stand as a warning 
that carryover were not freely trans- 
ferable. But it is also true that when 
Section 269 was substantially the only 
limitation on transfers of tax attributes, 
many acquisitions took place in which 
the transfer of a tax position was a 
significant feature. 

The 1954 Code is intended to pro- 
vide some of the certainty which Sec- 
tion 269 lacked in the specific limita- 
tions on transfers of carryovers of Sec- 
tion 382. The draftsmen also attempted 
to shore up Section 269 itself with an 
amendment which does not merit close 
analysis at this moment. Subsection 
269(c) presumes the existence of the 
condemned intention which will often 
operate in precisely those cases where 
such intention is not present, and I 
think the courts will be forced to ignore 
it. 

The relationship of the intent test 
in Section 269 to Section 381 and 382 
is not altogether clear. Upon the ordi- 
nary rules of statutory interpretation, it 
would seem that the limitations found 
in Section 382 preempt the field in the 
case of stock purchases or reorganiza- 
tions to which they are applicable. The 
committee reports suggest a different 
view—that the application of Section 
269 is foreclosed in stock purchases or 
reorganizations only where the invoca- 
tion of Section 382 results in the dis- 
allowance of some or all of a tax Joss 
carryover. A third possibility, which is 
hard to justify under the committee 
report, is that Section 269 operates 
concurrently with Section 382. 

In considering whether a loss carry- 
over can or cannot be transferred in a 
particular transaction, we are faced 
with a bewildering pattern of inter- 
woven rules. The taxpayer must be con- 
cerned with how his motives will be 
characterized and the extent to which 
he must carry on the enterprise ac- 
quired or be able to show a business 
purpose for the acquisition. Depending 
upon which of several statutory provi- 
sions affects the carryover, the penalties 
vary. Sometimes the carryover is struck 
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down automatically, in toto (Section 
382(a)); sometimes a _ specific per- 
centage is disallowed (Section 382(b) ), 
and under Section 269(c) the Com- 
missioner is authorized to dispose of the 
carryover -in whole or in part on an 
equitable basis. Finally, for the pur- 
pose of applying these various tests 
and penalties, the Code deals with at 
least four different degrees of change 


of interest. 


Continuity of interest requirements 


As noted above, Section 381 allows 
a transfer of carryovers between cor- 
porations merely upon satisfying the 
requirements with respect to tax-free 
corporate acquisitions. The subjective 
intent test of Section 269, however, ap- 
plies to acquisitions of corporate stock 
or property which result in a shift of 
“control.” For this purpose “control” is 
defined as the ownership of 50 per 
cent of the voting stock or 50 per cent 
of the value of the stock of a corpora- 
tion. It is apparent that under Section 
269 a condemned transfer may occur 
where a very. small shift in ownership 
occurs as a result of a purchase or re- 
organization, provided that the new 
people move across the 50 per cent 
mark. A transfer for the purpose of 
Section 382(a) occurs only where a 
stock purchase actually involves 50 full 
percentage points of the outstanding 
stock of the loss corporation. Finally, 
382 (b), limits the 
transfer of carryovers in reorganization, 


in Section which 
the critical point is the retention by 
owners of the loss corporation of 20 per 
cent interest in the corporation which 
acquires the carryover. Thus, in the case 
of stock purchase, the carryover can 
survive a sale of 100 per cent of the 
stock; in a merger if the stockholders 
of the loss corporation terminate their 
interest, the whole carryover disappears 
automatically. 

The discrepancy in the continuity of 
interest rule between purchases under 
Section 382(a) reorganizations 
unHer Section 382(b) is made more ap- 


and 


parent when one considers that in both 
types of acquisitions some continuity of 
the loss corporation’s business is re- 
quired. In a merger, it is unlikely that 
the business purpose requirement under- 
lying reorganizations could be satisfied 
if the acquiring company entered into 
the transaction with a plan of abandon- 
ing or disposing of the business ac- 
quired. It is true that the two business 
continuation rules are not perfectly 
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congruent. The express formula of Sec- 
tion 382(a) may apparently be satis- 
fied by continuing the business after 
purchase for as short a period as a year 
and a day, and in no event must it be 
continued for more than 2 calendar 
years. A requirement that no plan to 
abandon the business be adopted within 
the “freeze” period has been omitted. 
On the other hand, the business pur- 
pose requirement affecting the validity 
of a reorganization might not be satis- 
fied if a plan to abandon the acquired 
business was part of the plan of reor- 
ganization, even if actual abandonment 
were deferred for more than the 2-tax- 
able-year period set forth with respect 
to purchases under Section 382(a). A 
reorganization would not be invalidated 
if part of the acquired business were 
discontinued, as long as some substan- 
tial operation survived. The purchase 
rule is more rigorous on this point. It 
would seem that substantially all the 
business acquired must be carried on 
after the stock purchase during the 
stated period. The differences in re- 
spect to continuity of activity tend to 
balance out, leaving no very good rea- 
son for a different continuity of stock- 
holder interest rule. 


Subsidiary acquired tax-free 

The transferability of a loss carryover 
is subject to still another set of rules if, 
instead of merging the loss corporation 
into a profitable company, or purchas- 
ing its stock, it is acquired as a sub- 
sidiary by a tax-free exchange of its 
stock for that of another corporation. 
In such case, the subsidiary’s carryover 
is not subject to the 20 per cent continu- 
ing interest rule of Section 382. The 
former stockholders of the loss com- 
pany may have a much smaller interest 
in the acquiring company without im- 
periling the carryover. Of course, the 
acquisition is subject to the motivation 
test of Section 269. But this can prob- 
ably be satisfied if the business purpose 
for the transaction qualifies the reor- 
ganization as tax-free in the first place. 
The actual results in these cases may 
well conform to the policy of Sections 
381 and 382, but that will be coinci- 
dental. 

The most obvious fault of this entire 
group of restrictions is that the effect 
of the statute is unpredictable. This is 
partly due to the complexity and am- 
biguity of the relationships of several 
provisions themselves, and partly due 
to the nature of the tests applied, since 





to a great extent the survival of the 
carryover will depend on characteriza- 
tion of subjective intentions and pur- 
poses. 

Secondly, it is apparent that differ- 
ences in the form of acquisitions which 
are economically insubstantial can pro- 
foundly affect the transfer of a carry- 
over. The reason is, of course, that the 
restrictions are not founded on one clear 
policy. The philosophy of the statute is 
divided: The restrictive provisions stig- 
matize as abuses the very transfers 
which the basic provisions, Sections 
172 and 381, recognize, expressly or 
impliedly, to be normal dealings with 
the carryover and consistent with its 
purposes. 


Loss corporation—temporarily exempt 

Despite the rigor and uncertainty of 
the limitations on transfers of carry- 
overs, there are important situations in 
which the availability of a carryover 
may influence or facilitate corporate 
expansion. 

The first is the sale of stock of a 
loss corporation where the buyers are 
willing to carry on its business for at 
least the period provided in Section 
382. (It is well to emphasize the seri- 
ousness of this condition. The continu- 
ation of a losing operation will certainly 
be unattractive to many buyers.) It is 
clear that the buyers may add whatever 
business they like to the acquired opera- 
tion in order to utilize the loss without 
thereby jeopardizing its deductibility. 
It is this last feature which is par- 
ticularly pertinent to the question of 
corporate expansion. The loss corpora- 
tion is temporarily a tax-exempt organi- 
zation. The tax exemption may provide 
a source of funds to pay for the acquisi- 
tion of profitable business. The situa- 
tion is exemplified by the following 
item which appeared in the Wall Street 
Journal for May 19, 1953: 

“Chesapeake Industries, Inc., with 
nine diversified subsidiaries, has a large 
tax umbrella which W. C. MacMillan, 
Jr., president, displayed for a group of 
security analysts yesterday. 

“Mr. MacMillan said the company’s 
tax carryovers of losses in the past years 
add up to nearly $8 million, good 
through 1955, and added, ‘We're going 
to use the entire $8 million.’ He stated 
Chesapeake purchased Vandewater Pa- 
per yesterday, jobber of quality paper 


located in New York, and asserted 


‘we're still looking for other sellers to 
bring under the umbrella.’ ” 
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“He explained. the company’s habit 
was to offer the seller 2 years’ prospec- 
tive pre-tax earnings on which they 
would have to pay only capital gains.” 

It must be borne in mind that a 
transferred tax loss is only a special 
instance of that kind of expansion. The 
general case is that in which a loss cor- 
poration, without undergoing a change 
in ownership, goes out to buy new 
sources of income. In the latter case, 
there is, however, no requirement of 
the continuation of any business con- 
ducted before the acquisition program. 

A second important type of corporate 
acquisition in which carryovers may 
figure is merger. In these cases the 
Code requires that the stockholders of 
the loss corporation retain an interest 
in the acquiring company which is to 
use the carryover which amounts to at 
least 20 per cent of the value of com- 
mon stock of the surviving company. 
In many cases, of course, a continuing 
interest of that size will not satisfy the 
business requirements of the transac- 
tion. 

Apparently the recent merger be- 
tween the American Woolen Co. and 
Textron involved some of these con- 
siderations. Regarding that transaction, 
the Wall Street Journal reported on 
January 7, 1955: 

“The bulky, 88-page statement 
[proxy] also disclosed that the new firm, 
to be known as Textron American, Inc., 
will have a combined tax loss of about 
$30 million which can be used to off- 
set Federal taxes on future earnings. 
About $200,000 of this total offset will 
expire by 1956, if not used by then, 
$14,350,000 in 1957, and $15 million 
in 1958.” 

And again on January 20: 

“[among| advantages of the merger, 
Mr. Little said . . . ‘More importantly, 
it would contribute about $30 million 
that could be used to offset future in- 
come taxes. 

““With American Woolen’s estimated 
loss of about $7 million on disposal of 
plants the total losses would reach 
around $37 million, he declared. “This 
would permit us to build about $13 a 
share of additional net worth behind 
the combined company’s common stock, 
without paying income taxes. And that 
would result in a book value for this 
stock of about $37 a share, up from 
$23.45 it would have when the merger 
became effective.’ ” 

Since in a tax-free merger the con- 
sideration paid is in corporate stock 
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of one of the parties, the carryover is 
not required as a base for the accumu- 
lation of funds to pay for the acquisi- 
tion. If the acquiring corporation is 
profitable, a merger of this kind may 
provide a practical way for the owners 
of the loss corporation to retain a stake 
in the business and recoup. Typically 
their own corporation is deficient in re- 
sources of money or management to go 
forward. So the future availability of 
the carryover tends to encourage 
merger. However, the motives affecting 
transactions of this kind tend to be 
rather complex, especially where large 
corporations are concerned. The exist- 
ence of an available tax-loss carryover 
may be an element without which an 
acquisition would not be undertaken, 
but other business aspects of the trans- 
action may be similarly critical. It is 
almost impossible in most cases to iso- 
late the carryover as the single, domi- 
nant factor. In this respect the tax law 
is consistent with business considera- 
tions. 

For the merger to qualify as one in 
which the carryover survives, not only 
must the technical formalities of the 
reorganization provision of the Internal 
Revenue Code be satisfied but the trans- 
action also must be consistent with the 
principal underlying assumptions of 
those provisions: The reorganization 
must have substantial economic conse- 
quences which are independent of the 
tax results. 

When considering the use of carry- 
overs (transferred and otherwise) in 
corporate expansion, it is well to keep 
in mind their limited duration. The loss 
arising in a particular taxable year can 
be carried over for 5 full years there- 
after. But the aggregate loss carryover 
available to a company at any particular 
moment will frequently consist of 
amounts attributable to several past 
years, so that parts of the total carry- 
over will have to be used, if at all, in 
the first, second, etc., year. The 5-year 
maximum limit, together with these 
annual reductions, imposes a very ex- 
acting time schedule on anyone who 
proposes to base an expansion program 
on tax savings which come from the use 
of a loss carryover. 


Corporate shells 


To pass for a moment from what can 
be done to what cannot, I think the law 
is now quite clear with respect to trans- 
fers of carryovers involving shell cor- 
porations (companies whose only asset 


is the tax-loss position). The carryover 
cannot be delivered in connection with 
the sale of the stock of such a company, 
for it is implicit in Section 382(a) that 
some actual business must have been 
carried on prior to the sale in order to 
meet the business-continuation _ test. 
Furthermore, if such a corporation were 
merged into a profitable company, the 
tax attributes of the disappearing com- 
pany would not be carried over because 
there would have been no acquisition 
of assets as required by Section 381. 
Those rules are, I think, quite neutral 
with respect to the expansion question. 
The acquisition of a shell corporation 
simply does not constitute economic 
concentration. It is true that an ac- 
quired carryover may constitute a use- 
ful, if limited, asset in undertaking an 
expansion program. But that is not par- 
ticularly a problem arising from trans- 
ferred losses. A tax position may be 
used in the same way without having 
been transferred, if the persons in con- 
trol of the corporation have the will 
and power to do so. 


Raids not recognized by Code 


The ability of a corporation to do 
things with its own tax-loss carryover 
brings to mind a kind of transfer which 
is very real in the business sense, but 
which the Code does not consider a 
transfer at all. A publicly-held corpora- 
tion can often be controlled by the 
owners of a relatively small fraction of 
its outstanding stock. Where such a 
company has experienced losses suf- 
ficient to make its carryover interest- 
ing, the necessary stock to acquire con- 
trol can often be bought cheaply. Con- 
trol of the corporation and the carry- 
over can be shifted without a sale of 
the 50 percentage points referred to in 
Section 382(a) or an accumulation of 
the majority control referred to in Sec- 
tion 269. Where transfers of this kind 
are opposed by management (who are 
frequently vulnerable in a loss corpora- 


[Mr. Tarleau is a partner in the New 
York law firm of Willkie, Owen, Farr, 
Gallagher & Walton. He is a former 
Tax Legislative Counsel, Treasury De- 
partment, former chairman of Section 
of Taxation, American Bar Association, 
and frequent writer and lecturer on the 
area of taxation touched by the fore- 
going paper. This article is adapted 
from the paper written by Mr. Tarleau 
for the Joint Committee on the Eco- 
nomic Report's hearings on tax policy.] 
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tion), we have what is invidiously 
termed a “raid.” It is significant that a 


successful transfer of this kind is just 
not recognized by the Internal Revenue 
Code as an occasion for limiting net loss 
carryovers. This is true even though the 
business community sees it as a transfer 
of the most dramatic kind and even 
though the outsiders may have their 
minds exclusively on the utilization of 
the tax position so acquired for expan- 
sion by corporate acquisitions or other- 
In such a situation, however, the 
public investors who incurred the losses 
will presumably share in the recoup- 
ment through the use of the carryover. 


wise. 


Carrybacks and corporate acquisitions 

In considering the effect of the net 
loss deduction on economic concentra- 
tion, the right to carry back losses stands 
somewhat apart. Since the existence of 
the loss and the payment of taxes in 
the 2 years prior thereto are determined 
the question becomes material, 
the right to carry back the loss is essen- 
tially a cash item in the hands of the 
company which incurred the loss and 
would be dealt with as such in the case 


when 


of a transfer by sale or reorganization. 
The law (Section 381) is quite clear, 
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for example, that a loss in the hands of 
a merged company may not be carried 
back against the taxes paid by an ac- 
quiring company. I think it is true, 
however, that the carryback right tends 
against economic concentration by pro- 
moting the independent survival of 
corporations in financial difficulties. In 
furtherance of this purpose, the Code 
provides for quick refunds of prior 
taxes as soon as the subsequent loss 
appears in the income-tax returns of 
the corporation so that financial recoup- 
ment is prompt even though subject to 
later audit. 


High-basis/low-value assets 


The net loss deduction so far dis- 
cussed is concerned only with losses 
which have been realized. I would like 
to touch briefly on the so-called built- 

loss which has a somewhat similar 
relationship to the corporate acquisition 
question. This is the situation of a 
corporation which owns assets the cost 
of which is high in relation to present 
value. If the owners of such a company 
sell those assets, the sale itself produces 
a loss which can be deducted or carried 
over against profitable business 
which they acquire for the company. 

On the other if they merge 
with a profitable company, the latter 
will have the benefit of depreciation or 
loss deductions based on the former 
owner's tax basis in such assets which 
may be in excess of the value of the 
consideration (in stock) paid for their 
acquisition. While, technically, the in- 
tent test of Section 269 would apply 
to such a merger, it would in all likeli- 
hood be ignored if the surviving com- 
pany intended to use any substantial 
part of the assets acquired in its busi- 


new 


hand, 


ness. A net operating loss carryover pro- 
duced by such a sale of high-basis as- 
sets, whether in the hands of the orig- 
inal corporate owner or a 
after is generally more attrac- 
tive previously accumulated 
carryover position because it all is use- 
ful for a full 5-taxable-year after the 
sale. 


successor 
merger, 
than a 


High-basis assets very desirable 


There are limitations on transfers of 
assets with built-in losses, but these 
are far less rigorous and more certain in 
effect than those affecting the carry- 
over itself. Accordingly, the existence 
of high-basis assets in the hands of a 
prospective seller probably figures more 
significantly than realized losses which 





have become carryovers in decisions 
such as these about corporate acquisi- 
tions. 


Free trade in carryovers? 


As to the future, I think it is clear 
that a radical revision of the law on 
transfers of tax loss carryovers is de- 
sirable. This would be true if we were 
only troubled by the existing uncertain 
and erratic effect of the legal restric- 
tions on such transfers that we now 
have. But the real problem is inherent 
in the whole policy of restricting such 
transfers at all. I believe such restric- 
tions to be inconsistent with the basic 
carryover principle. I would propose 
that we consider a revision of the Code 
which eliminates interference with free 
trade in tax loss carryovers. 

The carryover provisions are good tax 
legislation because they have the effect 
of equating taxable income with the 
real economic results of an enterprise. 
It seems obvious to everyone that we 
have achieved a fair distribution of 
the tax burden if a corporation which 
loses $50 in 1 year and makes $100 in 
the next pays the same tax as the cor- 
poration which makes $25 in each of 
the same 2 years. I think it is the right- 
ness of the averaging principle which 
has caused Congress to extend the 
ryover and carryback period from time 
to time, and to eliminate, in the 1954 
Code, artificial limitations on the sur- 
vival of losses in corporate reorganiza- 
tions. If the principle of recoupment is 
sound, I suggest that the tax law need 
not be concerned whether the interests 
which suffered the loss recoup by sell- 
ing it or recoup by going forward them- 
selves. In any event, 


Car- 


someone will have 
to carry on business at a profit for the 
loss to produce a tax benefit. 

What about the position of the buyer 
of the loss? Will the government be 
subsidizing him at the expense of other 
taxpayers by relieving him of taxes on 
income to the extent of the loss ac- 
quired? It seems not. If losses were 
freely transferable, I suggest that buy- 
ers would have to pay a price which re- 
flected the of the tax benefit 
acquired. He would have an investment 
in the acquired tax position. That in- 
vestment would come from after-tax 
funds on hand at the time of purchase. 
Or it would come from the money saved 
by the use of the carryover. In either 
event other taxpayers would not have 
paid for his acquisition. Of course, no 
one would pay dollar for dollar for the 


value 





tax benefit acquired. There would then 
be no reason to buy it. The discount 
will reflect the relative willingness or 
ability of the buyer and seller to risk 
going forward with business to absorb 
the loss. There may be a profit to the 
buyer from his assumption of the busi- 
ness risk. The situation is to be con- 
trasted with the present situation where 
the successful buyer of a tax loss gets 
an enormous return primarily for hav- 
ing risked the uncertain hazards of the 
tax law. 

It may be objected that I have based 
this argument on too broad an interpre- 
tation of the policy of the carryover 
provisions. I have suggested that they 
are intended to provide economic re- 
coupment for the taxpayer who suffered 
the loss, and that restricted transfer- 
ability of the tax position is inconsistent 
with that intention. To hold otherwise, 
it would be necessary to find that the 
carryover provisions are intended to 
assist recoupment of the losses of a 
particular enterprise only out of the 
profits of that enterprise. The law might 
be that way, but it is not. The owners 
of a corporation with a tax loss are 
wholly free to abandon the business in 
which the loss was suffered and buy, 
enlarge, or invent any other business to 
produce profits to absorb the carryover. 
if they have not abandoned all activity, 
moreover, they can sell the stock of the 
corporation, all relationship 
with it, and the loss will be available 
to the buyers if they are willing to con- 
tinue the remaining activity for a lim- 
ited period. The Code neither presup- 
poses nor requires any continuing link 


severing 


between the investors in a corporation 
and the business which it conducts for 
the survival of tax loss carryovers. 

I can imagine a carryover provision 
which restricted the utilization of the 
loss to the activity which produced it 
in the hands of the same investors who 
it. Or the of the 
carryover might be limited to the profits 


suffered utilization 
of the same activity which produced the 
loss, in whatever hands the activity was 
carried on. (This would resemble the 
position of the present Regulations on 
the place of acquired loss carryovers in 
groups of corporations making consoli- 
dated income-tax returns; the carryover 
attributable to a of a 
group (whether it became a member 
by purchase of its stock or tax-free ex- 
change) is usable against the income 
of the group only to the extent of the 
income contributed by the new member 


new member 
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after it joins the group.) These sugges- 
tions present serious problems of draft- 
ing and definition. But, mainly, they 
depart from the basic principle of in- 
come averaging of the present carry- 
over position. It would return generally 
to the unsatisfactory, arbitrary annual 
accounting for corporate income. It 
would unfairly allow recoupment of 
losses only to the taxpayer who chose 
a business which ultimately became 
profitable. Those who discovered that 
a particular line of endeavor in which 
losses were suffered was not worth car- 
rying on would be held not to merit 
having their taxable income reflect 
their economic income. It is hard to see 
the fairness of such a rule. Perhaps that 
is why we do not have it now. It is 
true that the transfer question would 
thereby be eliminated, but we have 
that question because transfers of car- 
ryovers are implicit in the allowance 
of the economic carryover under Sec- 
tion 172. It is because the principle of 
of that section is sound that a lifting 
of the restrictions on carryovers appears 
to me to be logically required. 

I cannot conclude without recogniz- 
ing the revenue implications of my sug- 
gestion. In a prosperous period, pro- 
viding for the survival of a larger vol- 
ume of carryovers than is possible under 
present law may not create a serious 
loss of revenue. It seems to me that the 
rate structure ought to take into ac- 
count the volume of losses which are 
expected to occur and be used against 
taxable income, whether transferred or 
otherwise. In a depression period, how- 
ever, free trade in tax losses could cre- 
ate a dangerous situation. Many cor- 
porations may have losses, and their 
may have little faith in their 
ability to earn profits against which to 
use them in the near future. Such losses 
would then become available to the few 
with income, and very 
likely at distress prices. There may then 
be a great reduction in taxable corpo- 
rate income, with 
for the tax collector. 


owners 


corporations 


a serious problem 
With that in mind, 
perhaps logic must give way to neces- 
sity. The limitation 
ought to be kept, if the revenue re- 
quires it, is, I think, that affecting shell 
corporations. That limitation imposes 
the least burden on transactions having 
normal business characteristics and con- 
sequences. The extent to which further 
limitations ought to be imposed de- 
pends on the requirements of the rev- 
enue, not the rationale of carryovers. 


on transfers which 
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Are You Basing 
Today’s Tax Plans 
On Yesterday’s 
Tax Laws? 


Even though you may be trying to keep 
up with new tax decisions, you must re- 
member that they are all based on the 
1939 Code. I wonder if your present 
tax reading clearly shows you how rul- 
ings under pre-1954 law relate to the 
new code, 


Certainly, you recognize how vital it is 
for you to have this information if you 
are to do a successful job of tax plan- 
ning. Many of the decisions and rulings 
being handed down daily would be com- 
pletely different under the 1954 Code. 
Unless you are constantly aware of this, 
you may make grave mistakes that can 
well mean the loss of thousands of dol- 
lars to your clients or your own cor- 
poration. ; 


And since this kind of reporting is one 
of the important features of THE TAX 
BAROMETER, I think it is imperative 
that you look into this weekly tax news- 
paper. It brings you—in compact, 
easy-to-read, digest form—EVERY de- 
cision of the Tax Courts, Circuit Courts, 
District Courts, Court of Claims and 
Supreme Court--EVERY Treasury Re- 
lease, Revenue Ruling, LT., T.D., 
G.C.M., Mimeograph, Regulation, Ac- 
quiescence, Appeal, Certiorari and Tax 
Treaty. You get the important news 
weeks . . . sometime months . . . ahead 
of other tax services. 

We UNCONDITIONALLY GUAR- 
ANTEE its value to you. Read it for 
three months. If, during that time, 
you're not satisfied FOR ANY REA- 
SON WHATSOEVER, just tell us, and 
we will refund at once every penny you 
paid us! 

Mail the GUARANTEED order form 
right now! 


Theiesl - Complaie Coverage 


rr % 4) . 
Sar Lavmele 


THE NEWSPAPER OF THE TAX PROFESSION ... 
444 Madison Avenue, New York 22, N. Y. 
Mu 8-2170 
Yes! I accept your GUARANTEED OrFER. Send me THE 
TAX BAROMETER on a TRIAL BASIS for three months 
at a cost of only $11.50. It is understood that if at any time 
I am not satisfied FOR ANY REASON WHATSOEVER, 
you will refund the FULL AMOUNT paid, upon request. 
O My check is enclosed* ([) Bill me later 

Check here to receive sample issue 









THE 


Name 
Firm 
Address 


City Zone 


State 


*If you ENCLOSE your check for the annual subscription 
price of $42 with this order, thus saving us the expense of 
billing, we will send you a complete file of all BACK 
ISSUES and INDICES of Volume 12 of THE TAX BAROM- 
ETER (from Dec. 1, 1954) ABSOLUTELY FREE, with 
our compliments. Same money-back guarantee applies 


of course! JT-256 
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How can you make a convertible-stock 


dividend safe, taxwise, under Section 306? 


( YONSIDERABLE UNCERTAINTY  Sur- 
4 rounds the tax status of common 
stock convertible into preferred issued 
as a dividend on common. The trouble 
arises when the stock is converted—is 
that a taxable “disposition” of Section 
306 stock? 

Section 306 was designed to prevent 
a “preferred-stock bail-out”—the issu- 
ance of a tax-free dividend and its sub- 
sequent sale at capital-gains rates by the 
stockholder. It does this by designating 
as ordinary the income arising upon the 
disposition of such dividend stock— 
Section 306 stock in tax parlance. We 
asked Leo Leary, associate professor of 
law at Marquette University, to explain 
the application of this section to con- 
vertible stock. Here are Mr. Leary’s 
notes: 


Preferred convertible into common 


First of all, let us point out that we 
are not concerned here with preferred 
stock convertible into common. The tax 
effect of that conversion was specifically 
covered in the Senate Report. It said 
that stockholders are allowed to wipe 
out the 306 characteristics of preferred 
stock by “downgrading” it to common 
stock. While Section 306(c) permits this 
to be done through a taxfree recapi- 
talization, Section 306(e) provides for 
the same result in any exchange if the 
preferred stock was originally issued as 
a dividend on common stock. It seems 
fairly safe to assume that the opportu- 
nity afforded by Section 306(e) will 
not be blocked by treatment of the ex- 
change as a taxable disposition. (Cf. 
Letter Ruling, 45 P-H Fed. Tax Serv- 
ice Par. 76,130, stating that the conver- 
sion of convertible preferred stock into 


common was not a taxable event under 


the 1939 Code.) 


Common convertible into preferred 


According to Section 306(a), the tax 
is levied upon a disposition producing 
an “amount realized.” The only example 
of a disposition, other than a regular 
sale, in the Senate Report and proposed 
Regulations is a pledge of stock “under 
certain circumstances, particularly 
where the pledgee can look only to the 
stock itself as its security.” This indi- 
cates an attempt to reach only those 
transfers which have the effect of a sale 
and not, for example, an inter vivos gift. 


Other “dispositions” in the Code 

The term “disposition” was used in 
various sections of the 1939 Code (e.g., 
Sections 44(d) and 1380A(b)), but the 
closest analogy seems to be Section 
111(a). Regulations 118, Section 111-1 
states that this section applied not only 
to the conversion of property into cash 
but also to “the exchange of property 
differing materially either in kind or ex- 
tent.” Article 1563 of Regulations 45, 
issued under the Revenue Act of 1918, 
provided: “Where the owner of a bond 
exercises the right, provided for in the 
bond, of converting the bond into stock 
in the obligor corporation, such transac- 
tion does not result in a realization of 
profit or loss, the transaction not being 
closed for purposes of income taxation 
until such stock is sold.” Though this 
rule was omitted from subsequent Regu- 
lations, GCM 18436, 1937-1 Cum. 
Bull. 101, stated that the rule “is 
equally applicable under all subse- 
quent Revenue Acts, including the 
Revenue Act of 1936.” Hence, it can 





be assumed that conversion of com- 
mon stock into preferred was not a 
taxable disposition under old Section 
1ll(a) and, if this interpretation can 
be applied by analogy to Section 306 
(a), the conversion would not result 
in a 306 tax. 

Even disregarding the comparison 
suggested above, it appears unlikely 
that Congress intended to impose a 306 
tax at the time of conversion. Con- 
vertible common stock probably was 
classified as 306 stock prior to conver- 
sion in order to prevent a Chamberlain- 
type bail-out through the subsequent 
disposition of such stock, but there 
should be no danger of such a result 
where, instead of selling the stock prior 
to conversion, the stockholder surren- 
ders it to the corporation for preferred 
stock, provided the latter continues to 
be 306 stock. One of the three alterna- 
tive definitions of 306 stock in Section 
306(c) is stock with a basis determined 
by reference to the basis of 306 stock. 
Since the exchange of common for pre- 
ferred presumably is not a taxable event 
under Section 1001(a), the successor 
of old Section 111(a), the basis of the 
preferred stock would be the basis of 
the common surrendered, so the pre- 
ferred would continue to be 306 stock. 

Section 306(b) provides that certain 
dispositions of 306 stock shall not be 
treated as resulting in dividend income 
under the general rule if any of these 
exceptions are satisfied: 

1. The holder of the 306 stock sells 
all his interest in the corporation (in- 
cluding stock constructively owned by 
him); 

2. The corporation redeems the stock 
and terminates the entire interest of the 
stockholder, actual and constructive; 

3. The corporation redeems the stock 
in a complete or partial liquidation as 
a result of contraction of the business; 

4. The disposition is a nontaxable 
exchange; 

5. The stockholder establishes that 
the distribution and redemption of the 
stock was not in pursuance of a plan 
having as one of its principal purposes 
the avoidance of tax. 


Nontaxable dispositions 


It is not clear that Section 306(b) 
offers sufficient relief to justify any as- 
sumption that Congress intended a con- 
version to be a taxable disposition un- 
less it comes within one of the excep- 
tions contained in that subsection. For 
example, Section 306(b)(3) exempts 








from tax a disposition which qualifies as 
a tax-free recapitalization or a Section 
1036 (common-for-common or a pre- 
ferred-for-preferred) exchange. As to 
recapitalizations, it cannot be predicted 
with any degree of certainty whether 
the conversion itself would have to be 
for a corporate business purpose, 
whether a business reason for the decla- 
ration of the convertible common stack 
dividend would suffice instead, or 
whether the Revenue Service would be 
willing to issue, prior to the declaration 
of the convertible stock dividend, a rul- 
ing on the tax treatment at the time of 
conversion. If Section 1036 requires no 
corporate business purpose, there re- 
mains the question of whether this sec- 
tion covers the exchange of convertible 
common stock for preferred. Similar 
difficulties might be encountered in try- 
ing to come within the exception in 
Section 306(b) (4) for transactions with 
no principal purpose of tax avoidance. 


Standard Brands gets Clinton 
Foods in new-Code liquidation 


WE WERE INTERESTED to learn that 
Clinton Foods is using the newly- 
authorized _ liquidation _ procedures 
under Section 337 of the Code: it is 
selling all its assets to Standard Brands 
and then liquidating. 

Under the 1939 Code, if Clinton 
sold its assets before liquidation two 
taxes would apply—one on Clinton’s 
gain on the sale, and another on the 
steckholders’ gain on the liquidation. 
To avoid the double tax, stockholders 
of small corporations frequently liqui- 
dated first and then sold the assets. 
But even where the practical problems 
could be solved—when, say, the stock- 
holders were few and the assets some 
pieces of real estate—the tax problem 
remained. The courts would find that 
in reality the corporation made the sale 
and realized a taxable gain. The 1954 
Code provides a rule intended to insure 
the same tax result whether the sale of 
the before or after 
liquidation. Under Section 337 there 
is no corporate tax on the sale of the 
assets; the stockholders pay the capital- 
gains tax on the difference between the 
cash received and their basis. In Clin- 
ton’s case, the stockholders will receive 
approximately $47 a share following 
sale of assets to Standard Brands. The 
sale and liquidation is dependent upon 
getting a ruling from the IRS that the 


assets is made 
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sale will result in no taxable gain to the 
company. * 


How tax laws encourage 
both buyer and seller 


5 pwn LOSS CARRYOVER and inheritance 
taxes of the owning family are usu- 
ally thought of as the two main tax 
pressures involved in the current rash 
of corporate mergers, purchases, and 
consolidations. There are others, impor- 
tant from an operating point of view. 
The current expansion of H. K. Porter 
Co. emphasizes how these tax con- 
siderations work. Porter recently 
bought Henry Disston & Sons—the saw 
people in Philadelphia. Thomas L. 
Evans, Porter president, points up the 
tax aspects of the Disston deal this 
way, according to Business Week 
(11/26/55): 

“Evans says he has no set formula for 
acquiring companies, because each case 
is different. However, there is one great 
similarity in all of them. Somewhere 
along the line there are tax angles of 
considerable importance involved. 
Evans’ knowledge of taxes is so great 
that working out these angles seems to 
be the common key to the transaction. 
And, to that extent, the Disston deal is 
a typical Evans’ deal because, as Evans 
himself analyzed the situation, there 
were tax advantages to both sides. 

“The principal sellers are the Diss- 
ton family members, who owned around 
80% of the stock either directly or 
through trusts. According to Evans, 
the sellers’ gains line up this way. 

“Earlier this year, prior to Porter's 
interest in the company, Disston stock 
was quoted over-the-counter in the low 
30s. The Evans proposal will give Diss- 
ton stockholders approximately $65 a 
share in a senior stock. . 


“Since the transaction involved an ex- 
change of voting stock, it will be taxfree 
as far as Disston stockholders are con- 
cerned. If they sell their new stock, 
and if their Disston stock was acquired 
at less than $65 a share, they will, of 
course, have a tax to pay. If their cost 
basis was more than $65 a share, they 
can spread the loss and take it over the 
years, thus getting the maximum tax 
advantage. 

“When it comes to the buyers, 
Evans sees these advantages: 

“1. Porter acquires an outstanding 
line of products in the saw field. 

“2. Porter, which sells to industry, 
adds approximately $20 million a year 
to its sales volume in this field, with 
no dilution of its common stock and no 
depletion of its cash. 

“3. Operating economies with other 
Porter divisions can be achieved. 

“4, Porter secures about $500,000 a 
year additional depreciation because of 
the high valuations on Disston’s fixed 
assets. 

“5. Because of Disston’s losses in 1953 
and 1954, Porter will acquire a tax loss 
carryforward of approximately $31/, 
million which can be applied against 
Porter’s earnings, as well as Disston’s, 
and used up in 1956, 1957, or 1958.” 

Note that this type of transaction (if 
cast as a reorganization) must be ar- 


ranged so as to comply with Sec. 
382(b), which will reduce the net 


operating loss carry-over where stock- 
holders of the loss corporation receive 
under the reorganization less than 20% 
of the fair market value of the out- 
standing stock of the acquiring corpora- 
tion. Sec. 382(c) excepts non-voting 
preferred stock from the definition of 
“stock” for the above purpose, but this 
problem evidently was solved by dis- 
tributing “voting preferred” to the Diss- 
ton shareholders. ve 


Don’t be too eager to ignore corporate 


entity: it has many tax advantages 


— AX MEN GRUMBLE,” said the Wall 
Street Journal the other day, “over 
the Treasury’s consolidated return rules. 
For years the Regulations have re- 
stricted how much of its losses from 
previous years a new member of a 
corporate group may carry over into 
the group’s consolidated tax return. The 
restriction is that it may bring in only 
as much of its losses as it could carry 


over if it filed a separate return. In the 
1954 Revenue Code, however, Con- 
gress provided for more liberal use of 
loss carryovers in certain liquidations 
and reorganizations. Some tax lawyers 
and accountants think the regulations 
ought to conform in other cases, but 
the Treasury refuses to change them.” 

This directs our attention to the age- 
old dispute as to whether the corporate 
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entity should be respected or ignored 
in certain types of tax situations. As a 
general rule, a corporation is considered 
a taxable entity separate from its share- 
holders. Thus, if a parent corporation 
wishes to have certain operations car- 
ried on by a subsidiary, the subsidiary 
is entitled to file a separate tax return 
and claim a surtax exemption of $25,- 
000. The parent is perfectly happy with 
this situation so long as the subsidiary 
makes money. The additional surtax 
exemption is worth $5,500 a year. 

The risk is that the subsidiary will 
lose money. The parent then has two 
alternatives. It can dissolve the sub- 
sidiary, in which case the prior and 
future losses from that phase of its op- 
erations will be deducted directly on 
the parent’s return. The $5,500 savings, 
however, is then lost for good. On the 
other hand, it can file a consolidated 
return with the subsidiary, provided 
it owns 80% or more of its stock. Then, 
if it need not file a consolidated return 
the next year, and the subsidiary makes 
money, the surtax exemption is again 
available. 

The Regulations on consolidated re- 
turns have always allowed a parent 
corporation to deduct in full the losses 
of its subsidiary for the year of con- 
solidation. But, if the subsidiary had 
a loss during a year when separate re- 
turns were filed, no loss carryover is 
allowed on the consolidated return ex- 
cept to the extent of the income of the 
subsidiary for that year. Assume that a 
parent and subsidiary filed separate re- 
turns for 1954, during which the sub- 
sidiary had a loss of $20,000. In 1955 
a consolidated return is filed. If the 
subsidiary’s operations for 
1955 resulted in a loss, none of the 
$20,000 carryover can be used. If the 
subsidiary’s separate operations resulted 
in an income of $10,000, only $10,000 
of the loss could be used. 

The Wall Street Journal pointed out 
that certain tax men, when the Com- 


separate 


missioner was considering the Regula- 
tions under Chapter 6, had urged that 
he relax this rule and permit a com- 
plete carryover from the period when 
separate returns were filed. They 
pointed out that such a carryover could 
be obtained under Section 381 by dis- 
solving the subsidiary. They argued 
that Congress had shown an intention 
of liberalizing these rules and that the 
Commissioner should proceed in the 
same spirit. 

The Commissioner refused to go 
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along with this view, pointing out that 
there was nothing in the law indicating 
that he should do so, and that the 
result would be a substantial loss in 
revenue. We feel that the Commis- 
sioner was sound in his views on this. 

As a general rule taxpayers should 
be on the alert to preserve the corporate 
entity. The consolidated return section 
ignores it to the advantage of the tax- 


payer. There are other sections of the 
law, however, which ignore it to the 
benefit of the government. This is 
a two-edged sword. If the number oi 
situations in which the corporate entity 
is ignored is extended much beyond the 
present, we run the risk that it will be 
ignored in its entirety and that all of 
the tax benefits we presently gain from 
separate corporations will be lost. 


Can stock redemption be both substantially 


disp roportionate and complete termination? 


so 306 of the new Code is con- 
cerned with distributions by a cor- 
poration in redemption of its stock. 
Subsection (b) provides that in four 
situations the redemption shall be 
treated as “an exchange for the stock;” 
i.e., a transaction resulting in capital 
gain: 

1. a redemption not essentially equiv- 
alent to a dividend 

2. a substantially 
distribution 

3. a termination of shareholder’s in- 
terest 

4. certain railroad reorganizations 
The redemption will not be considered 
a termination of interest if an interest 
is retained by the shareholder’s family. 
These constructive ownership rules are 
waived if: 

1. Taxpayer retains no interest other 
than as a creditor; 


disproportionate 


2. He does not acquire an interest 
for ten years; 

3. The shares redeemed were not ac- 
quired within ten years from a mem- 
ber of the family; 

4. No one holds unredeemed stock 
acquired from the shareholder within 
ten years, which is considered con- 
structively owned by the shareholder. 

We were told by Everett Johnson (of 
Arthur Andersen, Chicago) of a family 
business that wanted to buy out one 
member. The taxpayer’s problem was 
whether he could qualify the redemp- 
tion as substantially disproportionate 
and so avoid the technicalities of the 
termination of interest rules. The sons 
were operating the business, and a com- 
plete disagreement on operating policy 
had developed. This disagreement was 
so severe that it was decided that son 
C should sell all of his stock to the com- 
pany and leave its employ. All the stock 


was held by three brothers and their 
parents. 

Can the sale by C of all his shares 
qualify as a substantially disproportion- 
ate redemption? The stock held by the 
father and mother is attributed to son 
C. On this basis he owns 5,067 shares 
out of 13,000 outstanding, or 39%. If 
he sells all shares owned directly, he 
will still own by attribution the 1,100 
shares held by the parents, or 12%. 
Thus he will own less than 80% of 
39% (31.2%); this meets the test of 
disproportionate redemption under Sec- 
tion 302(b)(2), and the fact that 50 
shares were given to him by his father 
is unimportant under that subsection. 

However, C is terminating his interest 
in the corporation, resigning as a direc- 
tor and as an officer. He will have no 
further interest in the corporation. 
Arrangements are being made so that 
he will not inherit any of the shares 
held by the parents. Therefore, the 
redemption is a termination of interest. 
Must the redemption also qualify under 
Section 302(b) (3)? 

We felt that the purchase by the 
corporation of C’s 3,967 shares should 
be considered as a disproportionate re- 
demption under Section 302(b) (2) 
and, therefore, no problem should exist 
with respect to the 50 shares received 
from the father in 1947. However, as 
a safeguard, son C first sold those 50 
shares to his brothers. Thereafter, he 
owned no stock received from a mem- 
ber of his “family” within the ten-year 
period. The corporation then redeemed 
the remaining 3,917 shares. We think 
this transaction qualifies under Sec- 
tion 302(b)(2) and that there is no 
need to agree to keep the statute of 
limitations open for 10 years as required 
by Section 302(b) (3) and 302(c). * 
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~ New corporate decisions this month 


No fraud penalties despite diversion of 
corporate income to family. The Tax 
Court found very substantial underpay- 
ment of tax due to payment of overceil- 
ing bonuses directly to the son of a chief 
stockholder (see page 89). The as- 
serted deficiencies ran into hundreds of 
thousands of dollars. However, the court 
did not sustain the fraud penalties. The 
evidence was sufficient to sustain the 
deficiencies, though the questions were 
not entirely free from doubt. Conse- 
quently since on this issue the burden 
is on the Commissioner, the court holds 
that fraud is not clearly and convinc- 
ingly proved as to the corporation and 
the father. Reasonable persons might 
differ over taxability of the income 
earned by the sons’ partnerships. As to 
the sons, the court having held that the 
overceiling payments were income to 
the corporation and gifts to them, there 
is no deficiency and no possibility of 
fraud penalty as to them. Union Pack- 
ing Company, TCM 1955-308. 


No tax on treasury stock sold to execu- 
tives (old law). Upon the death of an 
executive in 1939, taxpayer bought 
some 18,000 of its shares which he had 
owned, paying book value. In 1944 it 
sold 6,000 to other executives at the 
greatly increased book value. This dif- 
ference the Commissioner taxed. The 
Supreme Court upholds the Court of 
Claims in finding that taxpayer had not 
dealt in the shares as it might in those 
of another. The purchase and sale was 
in accordance with agreements provid- 
ing for acquisition of stock by executives 
as their responsibilities increased. There 
is no tax on the differential. Anderson, 
Clayton Co., Sp. Ct., 11/7/55. 


Capital-to-debt ratio of 1 to 97 too thin. 
Taxpayer, a real estate corporation or- 
ganized in 1923 with a capital of $1,- 
000, acquired real estate in 1926 at a 
cost of $339,000. At that time it was 
indebted to banks for $242,000, and to 
stockholders for $97,000. The desig- 
nated loans from the stockholders had 
no definite date of maturity, were un- 
subordinate to other 
creditors, and the payment of interest 
was dependent on the corporate earn- 
ings. No evidence of indebtedness was 
issued. The loans were held to be capi- 
tal contributions which did not create 


secured and 


any indebtedness, and the interest de- 
ductions on such amounts were disal- 
lowed. Two-L-Realty Co., Inc., TCM 
1955-297. 


Corporation doesn’t have gain on divi- 
dend distribution of appreciated inven- 
tory. Taxpayer distributed inventory 
having a value in excess of cost as divi- 
dends to its stockholders. The court, 
applying the General Utilities rule, held 
no gain was realized by the corporation 
on a distribution in kind. The motive for 
the distribution was wholly immaterial. 
Louisiana Irrigation & Mill Co., TCM 
1955-320. 


“Loans” from controlled corporation are 
disguised dividends. Two Baird brothers 
owned 2 shares of a family corporation 
while each of their wives owned 99 
shares. Withdrawals in excess of salary 
credits were held to be informal divi- 
dend distributions from earnings and 
profits rather than loans; it was shown 
that the individual debit balances were 
allowed to mount steadily each year 
without any substantial 
thereon for more than 20 years, and the 
brothers had no means of repayment. 
The giving of demand notes after the 
revenue agent took the position that 
the loans were in fact disguised divi- 
dends was of no tax significance; neither 
was the fact that the brothers each 
owned only one share of the total 200 
shares outstanding.Baird, 25 TC No. 49. 


repayment 


No carryover of basis despite 1923 tax- 
free exchange. In the early 1900's, tax- 
payer acquired valuable mineral rights 
in Venezuela. In 1923, taxpayer sold 
these rights for cash and various royalty 
interests. This transaction was partially 
tax-free under a provision of the 192] 
Revenue Act which stated that no gain 
or loss was recognized unless the prop- 
erty received had a readily realizable 
market value. In 1946, the taxpayer 
sold all the rights which it had acquired 
under the 1923 contract. It claimed as 
the basis for that contract the market 
value in 1923 of the assets transferred. 
The Commissioner contended that be- 
cause the exchange was tax-free, the 
basis for the contract should be the 
basis of the assets transferred. The 
court held that no specific provision in 
the law since 1921 exempts the 1923 


transaction from the general rule that 
the tax basis of property is the cost 
thereof. Therefore, although the ex- 
change was partially tax-free, the basis 
of the contract was its cost—that is, the 
market value of the rights transferred 
in the exchange. Barber Oil, DC N_J. 


Payments on behalf of corporation were 
loans, not capital contributions. The 
corporation in which the taxpayer was 
a shareholder owed money to various 
creditors. From 1933 to 1946 the tax- 
payer paid some $62,000 to creditors. 
The amounts paid off by the taxpayer 
were treated by both him and the cor- 
poration as loans to the latter. He 
claimed bad-debt deductions for some 
$45,000 of the payments but received 
tax benefit from only $40,000. In 1950, 
by which time taxpayer had acquired 
all the stock, the corporation was liqui- 
dated and its assets (worth $49,000) 
were turned over to him in partial pay- 
ment of the indebtedness. The govern- 
ment contended that, to the extent that 
the value of the assets received ($49,- 
000) exceeded the payments made by 
the taxpayer for which he had not re- 
ceived a tax benefit, the taxpayer had 
ordinary income. The taxpayer con- 
tended that the advances on behalf of 
the corporation were really capital con- 
tributions and not loans. The value of 
what he received from the corporation 
should, therefore, be compared with his 
total investment, including the cost of 
his stock. Such a comparison showed 
a loss, rather than a gain. The court held 
that, on the facts, the payments were 
loans and the amount recovered, sub- 
ject to the tax benefit rule, was taxable 
income. Olson, Wisconsin Supreme 
Court, 11/8/55. 


Capital gain on movie-producing corpo- 
ration collapsed in 1944 (old law). Pat 
O’Brien, Phil Ryan, and one Howe 
formed Terneen Corp. in 1943 to pro- 
duce “Secret Command” _- starring 
O’Brien. Columbia Pictures agreed to 
distribute the film. The picture was com- 
pleted in July 1944 and Terneen was 
dissolved a month later. The sharehold- 
ers received Terneen’s “right, title or 
interest in the film” in liquidation which 
they valued at $150,000, and paid a 
capital-gains tax in the difference of 
such sum (plus cash received) and the 
cash basis of their stock. The Commis- 
sioner’s arguments that Terneen was not 
a bona fide corporation, and in the 
alternative, that the dissolution and as- 








100 +« The Journal of Taxation + 


signment of assets was without sub- 
stance, were overruled. The court 
pointed out that no inference could be 
drawn from enactment of the “collap- 
sible corporation” provisions in 1950 
that gains arising from an alleged “col- 
lapsible corporation” prior to 1/1/50 
were taxable as ordinary income. Ter- 
neen was a bona fide corporation and 
the Commissioner could not disregard 
the liquidation in 1944 in which it 
properly assigned to the shareholders 
only its right, title, and interest in the 
film which was subject to the distribu- 
tion agreement signed a year earlier 
with Columbia. Capital gain on liquida- 
tion was properly reported. The value 
was fairly estimated. Nor can the in- 
come earned thereafter be attributed 
to the corporation; it had not sold the 
picture, Columbia was merely to act 
as agent. However, sums received by 
the shareholders from Columbia in ex- 
cess of the fair market value of Teneen’s 
assets as reported by them in 1944 were 
taxable as ordinary income. The assets 
received in liquidation had a fair market 
value. This is not a case of collection 
of obligations which had no fair value 
on receipt and which have therefore 
been recognized as capital. (Present 
Section 341 relating to “collapsible cor- 
porations” would make gain on above 
Ed.) 


liquidation ordinary income. 


O’Brien, 25 TC No. 48. 


Buys stock and liquidates company; 
asset basis is cost of stock. Taxpayer 
acquired the stock of two other corpo- 
rations, and as part of the plan imme- 
diately liquidated the corporations so 
as to integrate their properties into its 
own operating system. The court finds 
that the steps constituted a 
purchase of assets under the doctrine 
of Kimbell-Diamond Milling Co. The 
Commissioner was in error in applying 
-the general rule on liquidation of a 
subsidiary: that the acquiring corpora- 
tion takes the assets at their basis in 
the hands of the subsidiary. Here the 
basis of the acquired assets was the cost 
of their acquisition plus the liabilities 
assumed on the liquidation. [Section 
334 of the present Code provides for 
the same result. Ed.] Montana-Dakota 
Utilities Co., 25 TC No. 52. 


various 


Redemption of stock is a partial liqui- 
dation though not “cancelled” on books. 
In 1940 a corporation in which tax- 
payer was a stockholder had operating 
assets of $135,000. By the end of 1948 
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the assets had been reduced to $7,000 
by sales. The corporation redeemed all 
the stock of one of the founders in 
1943, and in 1948 it redeemed all the 
stock of a co-founder, leaving taxpayer 
owning all the 200 shares outstanding. 
It then redeemed 100 shares of taxpay- 
er’s stock. The Tax Court, noting that 
the redemption occurred when the bulk 
of the corporate surplus consisted of 
insurance proceeds received on the 
death of its founder, held it to be in 
pursuance of a policy of gradual liqui- 
dation; it was not essentially equivalent 
to a dividend. The stock was consid- 
ered “redeemed” even though kept on 
the books as treasury stock, since the 
corporation had no intention of reis- 


suing it. McDaniel, 25 TC No. 39. 


Corporation taxable on real estate sold 
by stockholders after liquidation (old 
law). The Tax Court had found that 
taxpayer was liable as transferee of 
Cottage Homes, Inc., which had con- 
veyed houses and lots to its stock- 
holders in liquidation. The stockholders 
sold the properties. However, the Tax 
Court found that stockholders were not 
free agents—they were bound to sell. 
The gain is therefore taxable to the 
corporation as the real seller. [Under 
the 1954 Code, there is no corporate 
tax on certain sales of assets followed 
immediately by liquidation. Ed.] Don- 
ner Estate, CA-2, 11/23/55. 


Disproportionate stock redemption not 
a dividend (old law). Taxpayer owned 
63% of the stock in a corporation. The 
Federal Deposit Insurance Corporation 
was asserting a claim against him, and 
he had to raise the money to make a 
settlement. He sold some stock back to 
the corporation, and thereafter his in- 
terest was less than 50%; he no longer 
had control of the company. The court 
referred to the Treasury Regulation 
under Section 115(g) of the 1939 Code, 
stating that a redemption of all of a 
stockholder’s stock would be considered 
a capital gain. The theory of this regu- 
lation, according to the court, should 
be extended to this case in which the 
redemption resulted in the taxpayer's 
losing control of the company. The tax- 
payer, therefore, had a capital gain, 
rather than a dividend. The court added 
that there was here no attempt to avoid 
taxes by the redemption, and the tax- 
payer’s need to raise money to settle his 
FDIC account was a good business rea- 
son. [The 1954 Code provides that cer- 


tain substantially disproportionate re- 
demptions are capital. Ed.] Ferris, 
Court of Claims, 11/8/55. 


No personal holding company tax on 
retained capital gain. A domestic per- 
sonal holding company may, under the 
1954 Code, retain in the corporation the 
net long-term gain derived from the 
sale of securities, less the amount of tax 
applicable to such gain, without pen- 
alty. Rev. Rul. 55-702. 


Carryback of net operating loss by dis- 
affiliated corporations to a consolidated 
return. Corporation P and its subsidiary 
S filed a consolidated return for 1952. 
P merged into S on 6/30/53 and on the 
same date, S acquired all the stock of Y, 
thus creating a new affiliated group. S 
and Y had losses for 1953. If S$ filed a 
separate return for 1953 it may carry- 
back its loss to the consolidated return 
for 1952 as a net operating loss deduc- 
tion; if it filed a consolidated return for 
the period ending 6/30/53 any con- 
solidated loss may be similarly carried 
back to 1952. In the latter case, the 
loss sustained by S for its taxable pe- 
riod 7/1/53 to 12/31/53 cannot be 
carried back to 1952, since it is the sec- 
ond preceding taxable year. None of 
Y’s losses may be used in the computa- 
tion of the consolidated net operating 
loss deduction for 1952. Rev. Rul. 55- 
724. 


Can't consolidate purchased losses of 
“shell” subsidiary. At issue here: about 
$200,000 tax deduction effected by the 
taxpayer, American Pipe and Steel 
Corp., by filing consolidated returns and 
using the “built-in” loss of a real estate 
company it purchased. Taxpayer was 
in the steel fabricating business. In 
1943 it paid $4,300 for all the stock of 
a real estate corporation. After the ac- 
quisition, the subsidiary sold for about 
$18,000 its undeveloped real property 
at losses of about $400,000, which were 
the consolidated returns. 
The Commissioner determined that the 
principal purpose motivating American 
Pipe’s acquisition of the real estate cor- 
poration was the evasion or avoidance 
of taxes through obtaining thereby tax 
benefits not otherwise available and pur- 
suant to Section 129 of the 1939 Code 
denied the right to file consolidated re- 
turns. As taxpayer failed to sustain its 
burden of proof, the Commissioner’s 
determination was sustained. American 
Pipe and Steel Corp., 25 TC No. 45. 
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Special problems the accountant faces in 


rendering good service in fraud cases 


by JACQUES L. ACH 


The accountant has certain particular functions in cases where client is, or is about 
to be, involved in fraud charges. He also has special limitations: (1) lack of priv- 
ileged communications, and (2) the legal nature of many strategy decisions re- 
quired. Yet the accountant’s function is essential. Mr. Ach here gives us the benefit 
of his experience in orienting the accountant and lawyer with respect to the special 


services to be expected from the accountant, and tactics in employing them 


\ HEN SHOULD accountants start think- 

ing about fraud? In my opinion, 
we should never stop thinking about it! 
No matter who the client is, no matter 
how well we may know him, there is 
always the possibility that he may think 
that his is smarter than the revenuers, 
smarter than we are, and that if he 
fools us we will fool the revenuers and 
he will save taxes. Every increase in 
the tax rates causes more and more 
otherwise reputable citizens to decide 
that if they can chisel just a little. . .! 
Large segments of the public, unaware 
of the amount and character of the 
penalties involved, take tax chiseling as 
a matter of course—much in the same 
category as a parking violation. At the 
same time, the undoubted need for 
revenue is causing the Treasury Depart- 
ment to get tougher and tougher. The 
time has long since passed when fraud 
prosecutions were used only as a back- 
handed method of trapping a racketeer. 
The increasing number of fraud cases 
are involving many more usually so- 
called respectable people. 

I would like to discuss the situation 
where an agent’s examination is in 
process and we have reason to believe 
that the revenuers may presently be 
thinking in terms of civil and/or crim- 
inal fraud penalties or it is likely that 
they will be so thinking before the con- 
clusion of the examination. 

Are there ethical questions involved? 


It would seem obvious that a person 
accused of a questionable practice is 
entitled to the benefit of such legitimate 
aid and counsel as we can give him. 
Nevertheless, some of our confreres ex- 
press doubts on this point. We carefully 
distinguish between tax avoidance and 
tax evasion. Are we then justified in 
aiding an evader and a fraudulent one 
at that? We would not help him commit 
the fraud, why then should we help 
him escape its consequences? I feel very 
strongly on this point. We have no right 
to pre-judge anyone—even a client. We 
have no right to substitute our judg- 
ment for that of a jury. In my opinion 
we have both a right and a duty to do 
four things: 

1. To ascertain the facts. 

2. To see that the taxpayer pays no 
more than his legal obligations. 

3. To avoid penalties if possible. 

4. To safeguard such rights as tax- 
payers may still have including the use 
of such technicalities as may be avail- 
able and helpful. 

What should be our relationship with 
the taxpayer and his attorney? This 
will depend somewhat on how and 
when the case came to us. If we are first 
consulted after the question of fraud has 
arisen, I believe that we should insist 
on being retained by the attorney and 
on reporting directly to him. If we 
already represent the taxpayer when the 
cry of fraud is raised, it is probably too 
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late for this arrangement to be useful, 
but it should still be considered. 


Communications not privileged 


It is well settled that communica- 
tions between a taxpayer and his ac- 
countant are not privileged. That is, we 
can be forced to testify against our own 
client and our working papers can be 
subpoenaed and used against him. On 
the other hand, communications by a 
taxpayer to his lawyer, his lawyer’s sec- 
retary, law clerks and associates are 
privileged. Furthermore, the taxpayers’s 
books and records may not be used 
against him without his consent—if he 
has them himself or if his attorney has 
them. But if we happen to have them 
they are no longer immune. 

If the attorney retains the accountant, 
does his immunity extend to the ac- 
countant? To the best of my knowledge, 
this point has been litigated in only one 
case (Himmelfarb, 9th Circuit, 1949, 
175 F.2d 924). This case held that even 
where the accountant is retained by 
the attorney for the purpose of assist- 
ing in the preparation of the defense in 
a criminal case, the information so ob- 
tained must still be disclosed. I be- 
lieve that this decision is questionable 
and may ultimately be reversed. 

Statements of fact made to the law- 
yer’s stenographer for the preparation 
of the case are privileged. Facts given 
to a law clerk for the purpose of re- 
search are privileged. Why, then, should 
this privilege not extend to statements 
made to the accountant employed by 
the attorney or to information developed 
by him upon which that research will 
be based? At any rate the present situa- 
tion is this: If we are retained directly 
by the taxpayer, we know that we can 
be forced to testify. If we are retained 
by the taxpayer's attorney, we may still 
be forced to testify, but at least there 
will be something to argue about first! 


Confer with counsel 

Whether we are retained by the tax- 
payer or by his attorney, a conference 
with the attorney is essential as soon as 
possible after it appears that a question 
of fraud may be raised. At this con- 
ference, preferably in the absence of 
the taxpayer, the lawyer and the ac- 
countant should pool their information, 
discuss the questions involved, and 
agree on a rather detailed plan for 
future action. 

If the matter is subsequently litigated, 
or even if it goes to conference, the 
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lawyer will have to carry the ball and 
should be fully informed as to the na- 
ture of that ball at the earliest possible 
moment. From this point on no steps 
should be taken without the knowledge 
and approval of the taxpayer's attorney. 
It is important that the strategy be 
mutually agreed upon by the lawyer 
and accountant so that, as the case de- 
velops, neither may feel that his posi- 
tion has been prejudiced by the other. 


Let lawyer lie low at first 

A tactical question to be considered 
at this time is whether or not to let the 
revenuers know that the lawyer is in 
the case. If a special agent is involved 
or if the revenue agent has said “fraud” 
right out loud, the open participation 
of the lawyer is to be expected, and can 
do no harm. On the other hand, if the 
examination is routine on the surface, 
I believe that we should act as if we 
thought the matter was completely rou- 
tine and relatively unimportant. In 
this case, bringing in the attorney at 
an early stage immediately indicates 
the seriousness with which we view the 
situation and might result in the awak- 
ening of suspicion not already in ex- 
istence. 


Straddling the cooperation question 

A question for early consideration is 
whether or not to cooperate with the 
revenue the examination. 
Should we cooperate in the examination, 
or should the client stand on his con- 
stitutional rights and withhold all in- 
formation which it is legally possible to 


agent in 


withhold? This is a real dilemma. If we 
cooperate, we may be providing the 
government with evidence upon which 
to base an indictment and obtain a con- 
viction, 
be able 
On the other hand, our refusal to co- 
operate would undoubtedly antagonize 
the agent and might arouse suspicions 


evidence which it might not 
to obtain in any other manner. 


which would otherwise remain dormant. 
Our very refusal to cooperate might 
prevent a settlement and evoke puni- 
tive action which might otherwise have 
been avoided. 

There believe 
should cooperate whenever possible. At 
least one authority has privately as- 
sured me that he makes it a practice 
never to cooperate unless he knows in 
advance what the taxpayer will gain 
by such cooperation. I believe that it 
is impossible to lay down a general rule 
and that the decision in each case must 


are those who we 
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rest on the facts of that case. While the 
lawyer and accountant must consider 
this question at an early stage, they will 
usually want to defer decision until 
enough facts are available upon which 
to reach an intelligent one. Obviously 
we cannot tell the revenuers we are 
going to cooperate and then fail to do 
so. It would be even worse to tell them 
that we are going to cooperate and sub- 
sequently tell them we have changed 
our mind. I prefer to steer a middle 
course. Avoid the question of coopera- 
tion. Try to stall long enough so that 
we may obtain the facts and, in the 
meantime, give the revenuers as little 
information as possible and neither agree 
to cooperate nor refuse to do so. Of 
course, we will endeavor to get along 
with the revenue agent and make the 
matter seem both routine and casual 
while we are getting the facts together. 


Tell client to keep quiet 

The taxpayer should be advised not 
to discuss the case with anyone and to 
refer all questions asked by the revenue 
agents to his accountant. This point can- 
not be overemphasized. Many taxpayers, 
reticent with their tax advisers, talk too 
much to every one else! They brag to 
their competitors about how much they 
are getting away with when, in fact, 
they are getting away with nothing. 
When they find themselves in difficul- 
ties, they discuss their troubles with 
their in-laws, the elevator boy, the jani- 
tor, and the revenuers. Still convinced of 
their own cleverness, they believe that 
they are building a case with the agent 
when they are actually building a case 
for the agent. Example: a taxpayer in- 
sisted, falsely but vehemently, that he 
had had no assets six years ago. The 
agents then started with an admitted 
zero net worth, compared it with pres- 
ent assets, and developed a sizable de- 
ficiency. In this case the fraud, if any, 
occurred more than six years ago. Our 
talkative taxpayer, however, insured that 
the deficiency and penalty would be ap- 
plied to the more recent period, which 
involved the risk of a criminal 
prosecution. Further example: The tax- 
payer thinks he has “influence” because 


also 


he has a social contact with a govern- 
official. This tax- 
payer can and frequently does stir up 
a great deal of trouble for himself and 
his advisers by attempting to exert that 
“influence.” It might be wise to tell such 
a taxpayer directly that if he believes 
his problems can be solved by 


ment employee or 


<e 
in- 





fluence,” he has no need for professional 
assistance! 


What kind of penalties? 


Another question to be determined 
as soon as possible is whether we are 
concerned with both criminal and civil 
penalties, or merely civil penalties. Ob- 
viously, our course of action might be 
different if we knew that we would not 
have to worry about a criminal prose- 
cution. It would be nice if we could 
dispose of the criminal matter first, be- 
fore concerning ourselves with the civil 
penalty, or even the amount of the tax. 
As a practical matter I don’t believe 
that this can be done. From our stand- 
point, we need all the facts in order to 
determine the likelihood of a prosecu- 
tion as well as for a negotiation of a 
settlement of the tax liability with or 
without penalty. Furthermore, repre- 
sentatives of the Service are not apt to 
dispose of the criminal phase without 
settlement of the civil phase. In this 
connection, it should be noted that the 
acceptance of a Form 870 by the gov- 
ernment usually disposes of both the 
civil and criminal aspects of the case. 
Although the acceptance of an 870 does 
not bind the government not to proceed 
further, it seems to be the policy of the 
IRS not to recommend prosecution 
after the submission of a Form 870. 


Must have all the facts 

From the foregoing it would appear 
that many important questions cannot 
be answered until we have all the perti- 
nent facts. As an absolute minimum we 
must have not only all the information 
which the revenuers already have but 
also all information which they may be 
able to obtain. 

In obtaining the facts we cannot rely 
on the unsupported word of the tax- 
payer. The taxpayer must be impressed 
with the seriousness of the situation and 
with our inability properly to protect 
his interests unless we have all the facts. 
Nevertheless, there is a natural tend- 
ency on the part of the taxpayer to ad- 
mit to questionable practices only when 
faced with proof and to endeavor to 
save something for himself. I know of 
one case where the attorney and the 
accountant thought they had all the 
facts and presented them to the agents 
in an effort to reach an amicable settle- 
ment. The bombshell was tossed when 
the Special Agent asked “How about the 
$30,000 in the trunk in the attic?” The 
negotiations were promptly suspended 





while the attorney and accountant de- 
termined that the taxpayer had, in fact, 
tried to save something from the wreck. 


These facts are necessary 

How are we going to get the facts? I 
believe we should start with as com- 
plete and accurate a current statement 
of net worth as possible. In preparing 
this we should count cash, confirm bank 
balances, list securities, confirm receiv- 
ables, witness inventories, and employ 
such other auditing procedures as may 
be applicable in the circumstances. I 
would request the taxpayer to make 
a complete inventory of household 
effects, including cost and date of pur- 
chase. From this firm starting point I 
would work backwards, preparing an- 
nual net worth statements and sched- 
ules of receipts and disbursements. Bank 
deposits should be traced and insofar 
as possible cash receipts and disburse- 
ments, whether recorded or not, should 
be determined, traced, and _ verified. 
Estimates of living costs should be ob- 
tained from the taxpayer, verified inso- 
far as possible, and reconciled with the 
annual net worth statement. As the work 
for each taxable year is completed, the 
the 
and 
dis- 
dis- 
cussions may produce further admis- 
sions and additional information. Ap- 
inconsistencies sometimes 
subject to legitimate explanations by the 
taxpayer. More frequently, however, 
they jog his memory and produce dis- 


closures which lead to more facts, more 


results should be compared with 
tax returns as filed. Discrepancies 
inconsistencies, if any, should be 
cussed with the taxpayer. These 


parent are 


inconsistencies and more disclosures. 

At some time during the review we 
may find or deduce the existence of a 
cache of cash. Safe-deposit boxes no 
longer seem fashionable for this pur- 
pose. The cache is more likely to be 
under the bed, in a trunk, or in a pants 
pocket. When found, we must insist 
that the cash be deposited in a bank ac- 
count openly and immediately. Ignoring 
the obvious moral considerations, there 
tactical reasons that make this of 
paramount importance. If substantial 
amounts of cash have been hidden, it is 
likely that the agent already knows 
about it, and if he doesn’t, it is almost 
certain that he will discover it in the 
near future. Continued efforts to hide 
the cash are worse than futile; they will 
convince the revenuer that the client 
still has larceny in his heart and that we 
are either stupid or crooked or both! If 


are 


the taxpayer refuses to deposit the cash, 
we have no choice but to withdraw 
from the engagement. 

How far back should we go? This de- 
cision must be made in consultation 
with the attorney as the work progresses. 
I believe that an absolute minimum is 
the six years covered by the statute of 
limitations for criminal prosecutions. 
Whether or not to go any further will 
depend on the amounts involved, the 
nature of the information obtained dur- 
ing the six-year period, and the number 
of additional years which it seems neces- 
sary to examine before obtaining a com- 
plete picture. When practical, we would 
like to go back to the point when the 
taxpayer started in business or beyond 
which he had no income, or where there 
is some reasonable indication that the 
income was properly reported. On the 
other hand, once we have reached a 
period which is not open to prosecu- 
tion we may very well be able to ob- 
tain a satisfactory settlement without the 
expense of additional work. And it is 
quite possible to reach a point beyond 
which the additional work would cost 
more than it could save. 


Fees run high 


It is clear that the work of obtaining 
the facts is time-consuming and hence 
expensive. This leads to the question of 
fees, which should be one of the first 
questions considered. I have left its 
discussion until last because I first 
wanted to indicate its necessity. 

The taxpayer must be made to under- 
stand that questionable tax practices are 
an expensive luxury, that our work is 
going to involve a great deal of time and 
responsibility, and that he will have to 
pay for it. We should make a careful 
estimate of the time that will be re- 
quired, add a reasonable allowance for 
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contingencies, and, on that basis, de- 
termine a minimum fee. The taxpayer 
should then be informed of the amount 
of the minimum fee and warned that 
additional work might require an addi- 
tional fee. The minimum fee should 
then be collected in advance. Merle 
Miller, addressing the American Bar 
Association’s 1950 Fraud Symposium, 
urged the advance collection of a sizable 
retainer in these cases, as follows: 

“1. Those who love money so they 
will engage in questionable practices 
are seldom carefree about parting with 
same. 

“2. Freedom from being jailed is of 
little value after the threat has been re- 
moved, 

“3. It establishes your status. (a) If 
he pays, he has confidence and will go 
along with you. (b) If he is unwilling, 
you do not have his confidence, and 
would not want to represent him.” 

In other words, if he is unwilling to 
pay in advance we are unlikely to re- 
ceive the type of cooperation which we 
will need from the taxpayer in order to 
be of any service to him. 

To these I would add a fourth reason: 
If a settlement is made, based on his 
present assets, he may not thereafter 
have enough left to pay a fee. If the 
fee were paid first the settlement might 
be made on the basis of his remaining 
assets. 

After all, these cases are nasty at best. 
The responsibility is great, the prob- 
lems are difficult, the headaches are 
many. There is no reason why we should 
run the risk of going through all of this 
just for the exercise. *% 


[Mr. Ach is a certified public accountant, 
a member of the American Institute of 
Accountants, and senior partner of 
Jacques L. Ach & Co., Cincinnati.] 





NEW DECISIONS IN FRAUD & 





NEGLIGENCE THIS MONTH 








Criminal fraud in overstated deduc- 
tions. Taxpayer claimed various deduc- 
tions including contributions, casualty 
losses, and repairs to rental property. 
In one year, the contributions claimed 
were about $6,500. The government 
proved that these contributions were not 
made by check and the taxpayer did not 
have sufficient cash to cover them. On 
the basis of this and similar evidence, 
together with admissions by the tax- 
payer himself that he could not have 


made the claimed contributions, the 
court held that there was sufficient evi- 
dence for the jury to find a wilful eva- 
sion of tax. Zacher, CA-8, 
11/4/55. 


income 


Fraud in failure to report over-ceiling 
cash sales. Taxpayer’s whiskey business 
was operated in daughter’s name but 
was held taxable to father who actually 
ran it. No capital was used. Taxpayer 
conceded that he received cash pay- 
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ments in excess of ceiling prices on 
whiskey sold but claimed he paid all of 
it for supplies. The Tax Court disbe- 
lieved the suppliers’ statements that he 
paid them only ceiling prices and, exer- 
cising practical judgment, allowed 
amounts equal to about ?/, of over- 
ceiling receipts as over-ceiling costs. 
Fraud penalties for failure to report 
over-ceiling sales were sustained. This 
court affirms. Pleason, CA-7, 11/2/55. 


Criminal conviction admissible to im- 
peach testimony as to deficiencies. The 
appeals court holds that the Tax Court, 
in determining taxpayer's income, prop- 
erly admitted evidence of taxpayer's 
conviction of tax evasion. The Tax Court 
itself noted that it gave no consideration 
to this evidence in determining the ap- 
plication of fraud penalties. This court 
holds that the Tax Court finding of 
fraud cannot be characterized as “clearly 
erroneous.” Taxpayer substantially un- 
derstated income, was unable to explain 
the loss of her records, and deliberately 
falsified under oath. Kilpatrick, CA-5, 


11/9/55. 


Fraud penalties based on net worth 
computations upheld against decedent 
over strong dissent. The Tax Court up- 
held deficiencies and fraud penalties for 
1942 to 1950 against taxpayer, who died 
in 1950. This court found that the Tax 
Court was not clearly erroneous in find- 
ing fraud. The death of the taxpayer 
adds to the defense burden in explain- 
ing the net worth computation, but this 
consideration affects merely the weight 
to be given to this evidence. Here also 
the court cannot say the finding was 
erroneous. One dissent: the investiga- 
tion of taxpayer's affairs began after his 
death and this result takes half his estate 
and destroys his good name. Essentially 
the government’s case is based on its 
opening net worth statement, which had 
little direct proof to sustain it. The Tax 
Court accepted it because the estate 
was unable to disprove it; the finding of 
fraud also is based on the same state- 
ment. The spirit of the common-law rule 
that the adversaries may not speak of 
transactions with the dead ought to be 
given greater weight. Lee Estate, CA-5, 
11/25/55. 


Net worth computations as adjusted by 
Tax Court sustained. The Tax Court 
had made substantial changes in the 
taxpayer's favor in the net worth sched- 


ules prepared by the Commissioner, 
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but found the taxpayer reported 80% of 
his income in 1942, 7% in 1943, 8% in 
1944, and 9% in 1945. This court holds 
the Tax Court not “clearly erroneous.” 
At issue on the appeal was his opening 
net worth at the end of 1941. He sub- 
mitted his own oral testimony and that 
of other witnesses as to his farm equip- 
ment, used cars for sale, mules, etc., and 
urged that since it was not being con- 
tradicted it was binding on the Tax 
Court. Not so; the court can evaluate 
this testimony and it properly charac- 
terized it as too vague. The finding of 
fraud was proper also; consistent un- 
derstatement of income for four years, 
coupled with meticulous accuracy on 
deductions, makes it impossible to be- 
lieve the errors were due to inadvert- 
ence. Archer, CA-5, 11/25/55. 


No negligence in expensing mainte- 
nance after agent capitalized it. Tax- 
payers did not contest an agent’s treat- 
ment of certain items of maintenance as 
capital expenditures in one year, but 
continued to expense such items in later 
years. The court held this did not show 
an intentional disregard of ruies and 
regulations to support a_ negligence 
penalty. Wood, TCM 1955-301. 


6 years and $7,000 fine for evasion up- 
held. Defendant was convicted of re- 
porting $13,000 in 1947 and $22,000 in 
1948 though his actual income was 
$52,000 and $53,000. He was sentenced 
to 6 years and a fine of $7,000. This was 
upheld on appeal. The net worth com- 
putations were admissible; the agents 
had tried to verify defendant’s claim of 
$90,000 cash in 1940, vague as it was; 
moreover, his financial transactions were 
inconsistent with a claim of large funds. 
Income-tax returns for years prior to the 
ones at issue here were entirely com- 
petent as evidence. Kampmeyer, CA-8, 
11/22/55. 


No error when court charged jury that 
the government had burden of disprov- 
ing defense to evasion charge. [Cer- 
tiorari denied. ] Some circuits have gone 
so far as to hold that after the govern- 
ment has made a prima facie case of 
tax evasion, the burden is on the ac- 
cused to go forward. The district court 
charge did not relieve the government 
of the burden of disproving the defense 
and is therefore not in error. Nor was 
the lower court wrong in refusing to 
charge the jury that they must find the 
exact amount of unreported income and 


costs. It was enough for the jury to find 
that the taxpayer received some income 
he failed to report. Wolcher, CA-9, 12/ 
28/54, cert. den. 10/12/55. 


Farmer convicted on net worth proof. 
[Certiorari denied.] Taxpayer was a 
North Dakota farmer. He said he kept 
no books or records. He was convicted 
of tax evasion. The court found no error 
in the trial. Heasley, CA-8, 1/13/55, 
cert. den. 11/17/55. 


Net worth conviction of lawyer upheld 
on remand. Taxpayer had been con- 
victed of tax evasion. The Supreme 
Court remanded the case for review in 
light of its Holland decision. Upon re- 
view the circuit court again sustains 
the conviction. The government had 
proved specific fees not included; even 
if he had an obligation to do additional 
work the fee was taxable as received. 
The jury was justified in rejecting this 
explanation; given this evidence the 
lack of precision in the net worth com- 
putation is not prejudicial. Brown, CA- 
6, 8/12/55. 


Government must show net worth dates 
before trial. In a criminal fraud case, 
the taxpayer asked for a bill of par- 
The government’s cas¢ 
based on the net worth method and 
the court ordered the disclosure of the 
period during which proof of expendi- 
tures would be and the dates 
upon which net worth would be proved. 
Greenfield, DC NY, 9/28/55. 


ticulars. was 


made 


Conviction of tax evasion under net 
worth theory justified. [Certiorari de- 
nied.] At the end of 1945 taxpayer pur- 
chased brewery and sold beer at over- 
ceiling prices. He also traded exten- 
sively in through brokerage 
houses. He failed to keep adequate fi- 


grains 


nancial records. The increase in his net 
worth plus nondeductible expenditures 
for 1946 were approximately $230,000 
in excess of his reported net income for 
the year. He filed no returns prior to 
1942. His returns from 1942 through 
1945 indicated that his income for prior 
years was insufficient to have enabled 
him to save any appreciable amount of 
money and corroborates the low figure 
set by the government as his opening 
net worth. He filed no estimated return 
for 1946 and delayed filing an income 
tax return for that year until May 27, 
1947. He claimed inability to pay his 
reported 1946 tax due to an alleged 


burglary of cash hidden in a safe at the 
time. This court affirmed the jury ver- 
dict as to tax evasion and held that the 
trial court did not err in denying de- 
fendant’s motion for acquittal. District 
attorney's comment to jury on taxpay- 
er’s brother’s refusal to testify was with- 
drawn after objection of defense coun- 
sel, who did not ask the court to ad- 
monish the jury with respect thereto. 
The court held that these incidents did 
not deprive defendant of a fair trial. 
Count II of the indictment charged a 
felony since a wilfull positive attempt to 
defeat the payment of tax by conceal- 
ment of assets was alleged. Therefore, 
the 3-year statute of limitations on mis- 
demeanors is inapplicable. The dissent- 
ing judge would reverse and order a 
new trial for insufficient instructions to 
the jury on the net worth method, the 
assumptions on which it rests, and the 
inferences available both for and against 
the accused. Bardin, CA-7, 6/3/55, 
cert. den., 11/7/55. 


Deliberate omissions from income evi- 
dence of fraud. Taxpayer bought and 
sold cattle. He kept no books or records, 
and upon audit conceded that he failed 
to report large amounts of income. The 
Commissioner’s recomputation of un- 
reported income was accepted in spite 
of taxpayer's contention that the open- 
ing inventory was too low and that 
some of the income was from sales of 
“breeding cattle’ which should have 
been taxed as capital gains. The fact 
that the returns were prepared by a 
lawyer did not disprove a fraudulent 
intent since taxpayer failed to supply 
the lawyer with sufficient information to 
properly prepare the returns. Eagle, 25 
TC No. 25. 


Ignorance in tax matters sufficient to 
vacate fraud penalty. Uncontested defi- 
ciencies of butcher formal 
schooling were held not due to fraud 
with intent to evade tax, inspite of 
understatements of 
by substantial amounts over a period of 
years. The butcher had his returns pre- 
pared by an old friend with limited 
bookkeeping knowledge, but whom he 
believed was capable of preparing tax 
returns. Stapleton, TCM 1955-290. 


without 


consistent income 


Release from liability for customers’ 
deposits income on net worth basis. In 
1944, taxpayer sold his wholesale beer 
and wine distributing business. The pur- 
chaser assumed the taxpayer’s liability 


for container deposits of his customers. 
This was shown on the books as about 
$7,000. However, taxpayer claimed this 
was a mere bookkeeping convenience 
and represented no real liability. He 
claimed that the Commissioner’s com- 
putation of net worth for the year of the 
sale was in error in treating his release 
from this liability as an increase in net 
worth. The court held that the container 
accounts were properly and consistently 
treated. Laughinghouse, CA-5, 11/18/ 


Poor records justify use of net worth 
method; unexplained balance in a run- 
ning account not “realized.” A husband 
and wife carried on a cider business as 
co-partners. They sold the raw cider 
to a distillery corporation controlled by 
them. The accounting records for the 
partnership business were so pocrly kept 
that the Commissioner was justified in 
resorting to the net worth method in 
constructing the partners’ income. But 
as the failure to report income was due 
to negligence the fraud penalties were 
not sustained. A running account was 
kept between the partnership and the 
corporation to reflect the sales made to 
the latter. A balance in this account in 
favor of the partnership which for some 
unexplained reasons had not been offset 
each year by corporate payments did 
not constitute realized “unidentified” in- 
come to the corporation. Old Orange 
County Apple Brandy Distillers, Inc., 
TCM 1955-316. 


Returns held filed though IRS can’t find 
them; Commissioner failed to meet his 
burden of proving fraud. Returns were 
held timely filed on the testimony of 
taxpayer, which was corroborated in 
part by his accountant, even though a 
clerk in the District Director's office tes- 
tified she made a search of the office 
records and found no returns. Deficien- 
cies were determined against taxpayer 
through use of the net worth method 
since he failed to keep adequate records 
on the operation of his tavern and res- 
taurant. However, a mark-up of 37.4% 
to ascertain probable profit was held 
excessive and was reduced to 30%. Tax- 
payer also failed to report a capital 
gain of $4,500 on sale of realty, but as 
there was no direct evidence of con- 
cealment or of any affirmative act other 
than the omission, fraud penalties were 
disallowed. Smith, TCM 1955-310. 


Consistent large understatement of in- 
come is evidence of fraud. Taxpayer, on 
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his returns each year, showed only net 
amounts of income from some 3 to 6 
sources. He conceded that he received 
income during the years in issue from 
9 to 11 different sources and in an 
amount far in excess of that reported. 
Fraud penalties were upheld. The court 
found that the understatements of in- 
come were too large, and such under- 
statements occurred consistently over 
too long a period of time to believe that 
they were due to anything other than a 
deliberately fraudulent intent to evade 
taxes. Woodham, TCM 1955-319. 


No intent to defraud; attorney kept the 
books and prepared the returns. The 
Commissioner recompuied the gross re- 
ceipts from the operation of a bar on 
the basis of beer, whiskey, and other 
merchandise actually sold and at the 
prices at which sold. Because of insuf- 
ficient business records, his determina- 
tions were upheld except that the num- 
ber of “shots” served from a fifth of 
whiskey was reduced from 28 to 25. 
The returns for all the years in contro- 
versy were prepared by taxpayer’s at- 
torney, who was also the bookkeeper. 
Omissions were the result of the failures 
or mistakes of the attorney, and conse- 
quently no intent to defraud was found. 
Jurkiewicz, TCM 1955-318. 


Court upon examining facts comes up 
with an overpayment rather than a de- 
ficiency. The fact that taxpayer, a con- 
tractor, erroneously showed an open- 
ing inventory figure on his 1950 return 
did not establish a closing inventory of 
that amount on his 1949 return. The 
court also found an actual overpayment 
in tax rather than a deficiency—taxpayer, 
in error, added back to gross receipts 
withdrawals made for his personal and 
living expenses, thereby duplicating his 
gross receipts by that amount. Charles, 
TCM 1955-309. 


Understatement by more than 100% of 
a dentist’s income is sufficient proof of 
fraud. In 1948 taxpayer, a dentist, filed 
an original joint delinquent return for 
1940, and amended joint returns for 
each of the years 1941 to 1946 inclusive. 
Fraud was held properly established by 
a showing that taxpayer consistently un- 
derstated income by more than 100% 
in each of the taxable years 1941 to 
1946. However, this evidence was in- 
sufficient to establish fraud for 1940, 
where the deficiency was only $3.96. 
Reherman, TCM 1955-305. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





Trading groups sponsor bills to 


simplify gifts of stock to minors 


GRANDPARENTS who 

want the tax advantages of making 
$3,000 gifts of stock to their children 
have found that the array of legalities 
involved can make such a gift too com- 
plicated and too expensive. To remedy 
this situation, the New York Stock Ex- 
change and the Association of Stock 
Exchange Firms are sponsoring legisla- 
tion to eliminate the present red tape, 


YAREN rs AND 


which has already become law in eight 
states. Earl S. MacNeill, vice-president, 
Irving Trust Company, New York, de- 
scribed how the model act works in a 
recent issue of The Trust Bulletin. He 
points out that while there will be many 
enthusiasts groups, 
some pretty 
serious legal questions not answered by 
the model statute. He cautions that ad- 
vocates of the new law be sure to point 


interested 
nevertheless, 


from 


there are, 


out also the uncertainties involved. Here 
is how Mr. MacNeill puts it: 


Prescribed registration 

“The model act employs an ingenious 
device. By registration that employs a 
certain set of words prescribed by the 
statute, a whole set of powers, duties, 
liabilities, and exculpations from liability 
is created. That is, securities may be 
registered by a donor in his own name 
‘or in the name of any adult member of 
the minor’s family (his parents, grand- 
parents, brothers, sisters, uncles, and 
aunts) or in the name of a duly ap- 
pointed guardian of the minor. If the 
donor will specify that the following 
words appear after his name, ‘As cus- 
todian for [name of minor], a minor, 
Section P.L. 1955c. 139 of the laws of 
New Jersey [to take an example]’ he 
has put the key in a door which opens 
to the following consequences: 

“It will be considered that delivery 
in the legal sense has been made to the 
minor; that is, a completed gift has been 
made. The custodian has become, in 


effect, a trustee for the minor; indeed 
the statute reads very much like a 
standard living trust agreement. The 
custodian is authorized by the statute to 
hold or sell and reinvest the property 
held by him as custodian. He is required 
to collect the income and may apply so 
much of the income, or of the property 
itself, as he may deem advisable for the 
support, maintenance, education, and 
general use and benefit of the minor, 
without court order, without regard to 
the duty of any person to support the 
minor, and without regard to any other 
funds which may be available for such 
purpose. To the extent not so expended, 
the property and any income on hand 
shall be delivered to the minor when he 
becomes 21 years of age; or, if he dies 
sooner, to his estate. (This follows 
closely the requirements of Section 
2503(c) of the Internal Revenue Code 
as a means of assuring that a gift so 
made will qualify for the gift tax ex- 
clusion. ) 


Investment 


“Under the statute, the custodian 
invest without reference to any 
limiting statute relating to investments 
by trustees; there is applied a prudent 
man rule of the Massachusetts type— 
that is, he may invest the minor’s prin- 
cipal ‘in such securities as would be 
acquired by prudent men of discretion 
and intelligence who are seeking a rea- 
sonable income and the preservation of 
their capital.’ The custodian may vote 
in person or by proxy with respect to 
any securities held. He may join in the 
reorganization of any corporation, the 
securities of which are held by him. He 
is authorized to execute and deliver any 
and all documents which he deems ad- 
visable to carry out the powers given 
him. He is required, as a trustee is re- 
quired, to keep the minor’s property 
separate from his own and to identify 


may 


it clearly as the minor’s property, held 
by him under the authority of the 
statute. 

“Normally the custodian shall re- 
ceive no compensation for his services 
but is entitled to reimbursement for his 
reasonable expenses. He is not required 
to give bond and seemingly is given ex- 
culpation from liability for loss save 
only as loss may be occasioned by his 
positive misdeeds. He can resign and 
appoint a successor custodian or he can 
petition for the appointment of a suc- 
cessor. 

“If it does happen that the custo- 
dian is also legal guardian of the prop- 
erty of the minor, he can act with all 
the freedom of a non-guardian cus- 
todian so long as he does not take com- 
pensation for acting with respect to 
the property held as custodian. He is 
entitled to take the usual compensation 
of a guardian but, if he so chooses, he 
is subject to the usual rules relating to 
legal guardianship—bond and no excul- 
pation from liability. 

“Of special importance to the corpo- 
rate trust departments of banks is the 
provision that ‘no issuer of securities, 
transfer agent, registrar or bank or other 
person acting on the instructions of any 
person purporting to be a custodian or 
donor shall be responsible for determin- 
ing whether any person has been duly 
designated as a custodian under this 
section, or whether any purchase, sale 
or transfer to or by any person as cus- 
todian is in accordance with or author- 
ized by this section, or shall be obliged 
to inquire into the validity under this 
section of any instrument or instructions 
executed or given by a person purport- 
ing to act as custodian or donor, or be 
bound to see to the application by any 
person purporting to act as custodian 
of any money or other property paid or 
delivered to him.’ 

“How about accounting? The custo- 
dian is not required to account unless 
the minor, his parent or legal representa- 
tive, or a successor custodian shall peti- 
tion a specified court for an accounting 
not later than one year after the minor 
attains the age of 21 years or dies be- 
fore attaining that age. Considering the 
broad powers and sweeping exculpa- 
tions, one may wonder whether any 
serious risk lurks hidden in the one-year 
waiting period. Only custodians with 
unclean hands need tremble, it appears. 
Yet there is room for puzzlement in 
a phrase of the section granting ex- 
culpation. The custodian shall not be 


liable for losses ‘except. such as are the 
result of his bad faith or intentional 
wrongdoing or result from his investing 
the minor’s property in a manner other 
than as prescribed in subsection 3(b) 
of this section —which is the subsection 
‘prescribing’ a ‘manner’ as broad as the 
prudent man rule. If the prescription 
were a legal list, departure from the 


prescription would be a matter of cross-* 


ing a plainly drawn line—either you’ve 
crossed it or you haven't. But there can 
be much wandering in a no-man’s land 
of uncertainty when the rule of pru- 
dence is invoked. How confidently a 
custodian can rely upon such an ex- 
culpatory provision is debatable; he had 
better determine to be a prudent trustee. 


Suggested procedures 

“In a circular letter to member firms, 
the Association of Stock Exchange 
Firms suggests procedures in opening 
and carrying a custodian’s account. It 
notes that the statute limits the gift to 
securities—not cash. There may be cash 
bank accounts (cash brokerage ac- 
counts are not mentioned but it is in- 
ferred they may be carried) after a sale 
has been made; but if the prospective 
donor has cash in the first instance he 
should buy some securities with it, then 
give the securities. Complications might 
result, is the warning, if this course is 
not pursued. 

“There is brief consideration of juris- 
dictional questions. “The statute is of 
course available to residents of the state 
who may want to make a gift of securi- 
ties to minor children. It would also 


seem that a non-resident may take ad- 
vantage of the benefits of the statute if 
the child donee and custodian are both 
domiciled in the state that has enacted 
the statute. Limiting the transaction to 
these two situations should avoid juris- 
dictional problems and conflicts of law 
that otherwise may arise.’ 


Interesting experiment 


“All of this adds up to a rather inter- 
esting experiment. That a practical need 
is filled cannot be seriously doubted. 
That some fascinating legal questions 
will come out of it can hardly be 
doubted either. Under the established 
doctrine implicit in the overworked 
“What’s in a name? A rose . . .’ etc., it is 
strongly arguable that the custodianship 
is a trust, whatever it is called. To what 
extent, then, will the great body of case 
law as to trusts apply, shading and ex- 
panding statutory attempts to compress 
the law of trusts within the bounds of 
a handful of pages? Individuals who 
hasten to embrace the conveniences of 
the new act will not care too much 
about these nuances. The amounts in- 
volved will be comparatively small, and 
donor-custodians will be dealing, in the 
main, with their own children from 
whom they will expect no ungrateful 
reactions. Anyone who explains the 
statute nevertheless should explain that 
there are risks; that the statute is new 
and untried and in the trying of it some 
user may be hurt. On the whole, though 
the benefits of the reeommended statute 
should overweigh its slight and probably 
unavoidable faults.” vr 


How to deduct expenses for either estate or 


income tax with fairness to remaindermen 


UCH HAS BEEN SAID on the question 
M of whether to deduct estate ex- 
penses for estate-tax or income-tax pur- 
poses, yet we have seen very little on 
the troublesome point that this election 
affects the rights of several beneficiaries. 
William P. Sutter, of Hopkins, Sutter, 
Halls, Owen and Mulroy, Chicago, 
offers some suggestions on how to reach 
an equitable solution of this problem 
under the 1954 Code in a recent issue 
of the Illinois Bar Journal. We picked 
up this excerpt: 

“Some deductions may be _ taken 
either as an income-tax or an estate-tax 
deduction, or both. Obviously, there is 
no real problem where an item is de- 
ductible both places. However, as in any 


situation where a choice of alternatives 
is offered, discretionary deductions— 
those which may be taken one place or 
another, but not both—give rise to cer- 
tain difficulties. 


Mathematical aspects are easy 

“First, of course, the effective estate- 
tax and estate income-tax rates must be 
studied. If there is a wide discrepancy 
between the rates, most of the time it 
will be advantageous to elect the deduc- 
tion in which more of the expense is 
borne by the government. In this con- 
nection it should be noted that for in- 
come-tax purposes, the initial rate is 
20% and the top rate becomes 34% at 
$8,000, 78% at $60,000. In addition, an 
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estate is given only a $600 exemption 
in the computation of its taxable income. 
On the other hand, for estate-tax pur- 
poses, the rate begins at 3%; the top 
rate is 22% at $40,000, and 77% is not 
reached until the estate is over $10,- 
000,000. In addition, an estate is en- 
titled to a $60,000 deduction before it 
is taxable at all, and up to one-half of 
the adjusted gross estate may be de- 
ducted as a marital deduction. 

“However, expenses should not al- 
ways be taken as income-tax deduc- 
tions. All the mathematical factors must 
be considered. For instance, by taking 
these deductions on the estate’s income- 
tax return, the adjusted gross estate for 
estate-tax purposes is increased. If a per- 
centage marital-deduction clause is used 
the marital deduction will be increased, 
possibly beyond the point of maximum 
effectiveness, taking into account the 
taxes on the second estate. Another 
point that should be borne in mind is 
that the federal estate tax is a deduc- 
tion for many state inheritance taxes. 
Finally, it should be remembered that 
an estate has some control over the elec- 
tion of its fiscal year. This means that, 
in the first year at least, the amount of 
income taxable to the estate can be 
somewhat controlled, a factor which 
must also be borne in mind when 
the place of deduction is under 
consideration. 


Effect of choice on beneficiary 

“These are largely mathematical con- 
siderations which can be worked out by 
anyone willing to devote a little time to 
them. Far more serious difficulties are 
those which arise out of the fact that the 
election to deduct administration ex- 
penses on an income-tax return rather 
than on an estate-tax return, or vice 
versa, will have important effects upon 
the various beneficial interests in an es- 
tate. These elective deductions, being 
administration expenses, are generally 
charges against principal. Thus, if they 
are deducted from the principal of an 
estate for estate-tax purposes, tax law 
and the law of estate administration are 
in accord and no problems arise. If, on 
the other hand, these items are deducted 
from income for income-tax purposes, 
for estate-accounting purposes they re- 
main charges against principal. 

“As an illustration, take a $1,000,000 
estate with $50,000 of administration 
expenses subject to the elective treat- 
ment. Also, assume a 2-year probate 
and $50,000 annual income in the es- 
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tate, all retained by the estate. Under 
the will, 50% of the adjusted gross es- 
tate is left to the widow, the residue to 
one child. The federal estate tax will be 
$118,500 if the administration expenses 
are taken as estate-tax deductions, and 
the income of the estate in each year 
will be subject to roughly $27,000 of 
income tax, resulting in total taxes paid 
by the estate of $172,500. 

“If the administration expenses are 
charged against one-half in 
each year, then the marital deduction is 
increased and the federal estate tax is 
also increased from $118,500 to $126.,- 
500. In other words, instead of an ad- 
justed gross estate of $950,000, of 
which one-half is subject to tax and one- 
half is exempt, there is an adjusted gross 
estate of $1,000,000, half taxable and 
half exempt. On the other hand, the 
income taxes of the estate are cut to 
$10,000 per year from $27,000, a net 
saving of some $26,000 in tax by taking 
the expenses as income-tax deductions. 
This result is obviously most desirable, 
but the may be 
surprising. 

“The widow has now received $500,- 
000, rather than $475,000, thus having 
been benefited to the tune of $25,000. 
In addition, the income tax has been 
reduced and the widow, as the recipient 
of one-half of the income, gets one-half 
of that benefit, or approximately $17,- 
000 over the two years of the probate. 
Thus, the widow has been benefited to 
the extent of $42,000, whereas the 
estate over-all has only saved $26,000 
in taxes. The residuary legatee has been 
penalized to the extent of $16,000. 


income, 


correlative results 


Example of trust 

“Another example may also be inter- 
esting. In this case, the decedent left 
every thing in trust, income to a child, 
with remainder to grandchildren. The 
size of the estate and the administration 
expenses remain the same. If the admin- 
istration expenses are taken on the es- 
tate-tax return, the total taxes paid, 
both estate and income, will amount 
to approximatelyy $339,000. On the 
other hand, if the expenses are taken 
on the income-tax return, the total taxes 
will be roughly $323,500, a saving of 
$15,500. But the estate tax is increased 
by $18,500, all charged against the re- 
maindermen, whereas the income bene- 
ficiary will have received $34,000 more 
income than he would otherwise have 
received. 

“A third example combines the first 
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two. A full marital trust is created, with 
the residuary estate in trust for a child, 
remainder to grandchildren. If admin- 
istration expenses are taken as income 
tax deductions, the widow will receive 
approximately $42,000 in benefits, as 
seen in the first example. The income 
beneficiary of the residuary trust will 
be benefited to the extent of $17,000 
additional income and the remainder- 
men will be penalized to the extent of 
$33,000, the difference between the 
benefits given the first two beneficiaries 
($59,000) and the tax savings ($26,- 
000). 

“What can be done to provide for this 
situation and to protect the executor 
from possible attacks by remaindermen 
or residuary legatees? At the present 
time there does not appear to be any 
uniform thinking on this subject. Some 
attorneys and executors take the position 
that the tax saving justifies any dis- 
ruption in what otherwise be 
the beneficial interests under the will. 
Let the chips fall where they may, say 
those holding this view. 

“On the other hand, there are execu- 
tors and attorneys who feel that the very 
least which should be done is to work 
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out an arrangement where nobody is 
injured, even if some beneficiaries re- 
ceive an actual cash benefit and others 
do not. This would mean that enough of 
the tax saving would be reallocated to 
the remaindermen in the third example 
so that they would not be penalized 
to the extent of $33,000, the rest of the 
benefit passing to the widow and income 
beneficiary. This is the position taken 
by the court in the only decision on the 
subject I know of, Matter of Warms, 
(Sur. Ct, N.Y.C.) N.Y.L.J. - Mar... 7, 
1955. 

“Finally, some feel that the tax sav- 
ings should be apportioned among all 
parties. 

“Quite obviously, in the absence of 
controlling legislation on this point, it 
is a situation which calls upon the will 
draftsman to ascertain and express the 
testator’s intention. It may be difficult 
to make the average testator understand 
the problem, but once he does, it would 
be simple to provide that the executor 
might make the election in his discretion 
with no adjustment in beneficial in- 
terests regardless of the results. On the 
other hand, it would also be simple to 
provide that the executor should be 
empowered to make such adjustments 
as he deems necessary or equitable. 
Perhaps in the majority of cases this 


latter will appeal to testators who do 
not understand or wish to take the time 
to attempt to understand the problem. 
One possible clause that might be used 
in such a case is the following: 

“I hereby authorize and empower my 
Executor to claim expenses of adminis- 
tration as either income-tax deductions 
upon an income-tax return or returns 
of my estate, or as estate-tax deduc- 
tions on the estate-tax return of my es- 
tate, whenever such election is per- 
mitted by law, such deductions to be 
taken in such manner as my Executor, 
in his sole discretion, shall deem proper, 
and I further authorize and empower 
my Executor to make such adjustments 
between principal and: income as my 
Executor, in his sole discretion, shall 
deem proper as a result thereof. The de- 
cision of my Executor in this regard 
shall be binding and conclusive on all 
persons. 

“It may be observed that one prob- 
lem involved in discretionary deductions 
has been removed by the 1954 Code. 
Section 24(d) of the 1939 Code pro- 
vided that ‘amounts paid under the laws 
of any State, Territory, District of 
Columbia, of the United 
States, or foreign country as income to 
the holder of a life or terminable inter- 
est acquired by gift, bequest or inherit- 
ance shall not be reduced or diminished 
by any deduction . allowed by this 
chapter (except the deductions pro- 
vided for in subsections (1) and (m) 
of Section 23) for the purpose of com- 
puting the net income of an estate or 
trust but not allowed under the laws of 
such State, Territory, District of Co- 
lumbia, possession of the United States, 


possession 


or foreign country for the purpose 
of computing the income to which 
such holder is entitled.’ Sections 23(1) 
and (m) dealt with depreciation and 
depletion. 

“The quoted provision has been elimi- 
nated from Section 273 which has re- 
placed Section 24(d) and, instead, Sec- 
tion 642(h) provides that on the termi- 
nation of an estate or trust, if the es- 
tate or trust has deductions in excess of 
its gross income for such year, then such 
deductions may be taken by the benefi- 
ciaries succeeding to the property of the 
estate or trust. This is a remedial provi- 
sion new to the law and, I believe, 
makes it possible for an executor to 
elect to take administration deductions 
on his income-tax return for any year, 
if this otherwise appears to be the wise 
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thing to do.” * 


The solid foundation of tax rules upon 


which estate planning is based 


W E THINK A graceful and learned re- 

statement of fundamentals is good 
for everyone once in a while, and good 
for some people all the time. With this 
disclaimer to novelty, we'd like to pass 
on to you some of the rather nicely put 
comments made by William J. Bowe, 
professor of law at Vanderbilt Uni- 
versity: * 

Here are five very elementary tax 
saving plans that every estate planner 
should constantly keep in mind. 


1. The creation of successive life 
estates, either by will or by deed. If the 
property is given to A for life and then 
to A’s children, there will be no estate 
tax on A’s death because his interest 
ceases with his death. 


2. The making of lifetime gifts. If 
property is given away during life, it 
will not be part of the owner's estate 
at death. Note what happened when an 
owner remembered principle two but 
forgot principle one. In 1935 a wealthy 
industrialist gave his wife $300,000 and 
paid a gift tax thereon of $60,000. She 
died in 1942. Under an old will drawn 
many years before, her entire estate 
passed to her husband, but only after 
the government had taken $56,000 in 
estate taxes. Thus, he was back where 
he started except for the $116,000 that 
disappeared in taxes. 


3. The use of trusts to create addi- 
tional tax entities. Under our progressive 
system of income taxation, the larger 
the number of entities among whom the 
tax can be spread the lower the over- 
all tax. 


4. The use during life of the gift tax 
privileges: the lifetime exemption, the 
annual exclusions, gift splitting, and the 
gift tax marital deduction. These ad- 
vantages are irrevocably lost if not used 
during life since there is no carry-over 
to the estate tax. 


5. The use of the estate tax marital 
deduction. 


® Made in his introduction to the estate-planning 
symposium at the Fourth Annual Oklahoma In- 
stitute of Federal Taxation, proceedings of which 
are published by Fallon Law Book Co., 443 
Fourth Avenue, New York 16, 


These are the familiar basic princi- 
ples on which the estate planner builds. 
Assuming a gift, complete for in- 


come, gift, and estate tax purposes, the 


savings involved can be very attractive. 
The gift tax was enacted primarily as a 
measure to compensate for loss in reve- 
nue resulting from estate tax avoidance. 
Gift tax rates were and are fixed at ex- 
actly three-quarters of the estate tax 
rates. This does not mean, however, 
that a gift will eliminate only 25% of 
the potential estate tax. The saving will 
almost always be very much larger than 
this because of the use of the gift tax 
exemption, the annual donee exclusions, 
the gift tax marital privileges (when 
available), and the fact that the amount 
of the gift will be taxed at the lowest 
applicable gift tax rates, whereas the 
property is removed from the highest 
applicable estate tax brackets. Thus a 
gift of $50,000 by an unmarried donor 
whose estate is presently valued at 
$200,000 will incur gift tax of $943, 
but will eliminate a potential estate tax 
of $15,000. 


Gifts in Contemplation of Death. In 
any discussion of gifts for the purpose 
of avoiding estate taxes, the specter of 
the contemplation of death provision 
of the Code looms large. Many elderly 
people hesitate to make gifts for fear 
they may be later found to have been 
made in contemplation of death. This 
might make sense if there were some 
severe penalty attached to such con- 
duct. But it is not a crime to make 
such a gift. Even if it were, the donor 
would not be available for punishment 
at the time the transfer is first ex- 
amined. Actually such gifts frequently 
result in very substantial tax savings, 
and very generally result in some sav- 
ings. Under the present statute, if the 
donor survives for three years after the 
date of the gift, the Commissioner is 
precluded from asserting that death 
motivated the transfer. Perhaps a doc- 
tor ought to be added to the traditional 
estate planning team to aid in getting 
such a donor home tax-free. 

But even if a donor should die within 
the three-year period, all anticipated 
benefits may not be lost. The govern- 
ment has been singularly unsuccessful 
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in litigation over this issue. The test is 
whether the thought of death prompted 
the gift rather than motives associated 
with life. “It is the rare case that does 
not leave the lawyer an opening to show 
that some motive other than the thought 
of death was the inducement for the 
gift.” Suffice it to say here that in most 
cases the issue will be compromised 
with very substantial savings. In prac- 
tically every sizeable estate there will be 
difficult questions of valuation. There 
will be assets on which it is impossible 
to place an exact dollar value. Fre- 
quently expert opinions will vary by 
many thousands of dollars. If in such an 
estate there is the added issue of 
whether a gift was in contemplation of 
death or not, the estate’s lawyer has a 
powerful bargaining weapon. By yield- 
ing on the contemplation issue, he may 
obtain an agreement on the valuation 
issue very much more favorable to the 
estate than would otherwise be possible. 

And, lastly, even if the gift be con- 
ceded to have been deliberately made 
in contemplation of death, there will 
be a smaller tax than if no gift had 
been made. The reason for this is that 
the gift tax paid or owed is not rein- 
cluded in the decedent’s estate—with 
the property given—for purposes of 
computing the estate tax; neverthless, 
the estate receives a credit for the gift 
tax paid. Thus, if the gift tax paid was 
$20,000, and the estate bracket was 
35%, the saving would amount to 35% 
of $20,000, or $7,000. 

Choice of Property to Give. Gen- 
erally assets having a low cost basis 
are unsuitable for gift purposes. Since 
the cost basis of such property to the 
donee, for purposes of computing capi- 
tal gain on a sale of the property, is 
the donor’s cost, a gift of stock with a 
low cost basis compared to its present 
value is burdened with a_ potential 
capital gains tax liability, the existence 
of which, however, is not a factor con- 
sidered in valuing the property for 
gift tax purposes. When an early sale is 
contemplated, the transaction is gen- 
erally (but not always) more profit- 
ably completed by the donor. If no sale 
is likely, such property should be re- 
tained as it will receive an enhanced 
cost basis if held as part of the donor’s 
estate at death. Conversely, when the 
asset has a high cost basis in relation to 
its present value, the potential capital 
loss deduction will be sacrificed if such 
property is given, since the donee in 
that case is required to use as his cost 
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basis the market value at the date of 
gift. Here it is better to sell the prop- 
the loss and give the 


erty, realize 


proceeds. 


Income Producing Property. Where 
the objective is to reduce family income 
eliminate estate 
taxes, high income producing assets 
should be selected for the gift. A 6% 
mortgage is preferable to a 2% bond if 
the tax 
bracket than the donor. This considera- 


taxes as well as to 


donee is in a lower income 
tion is no longer significant where the 
gift is to a spouse, since the income tax 
splitting provision of the Internal Reve- 
nue Code has, generally speaking, elimi- 
nated the income tax advantages for- 
merly resulting from inter vivos gifts 
between spouses. Gifts of income pro- 
ducing assets to other members of the 
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family may still be used effectively to 
reduce the over-all family income tax 
burden. 


Property Likely to Increase in Value. 
Another consideration which should not 
be ignored is that, to the extent possi- 
ble, the property selected should con- 
sist of assets which are likely to increase 
in value rather than decrease. If the 
assets in fact increase in value while in 
the hands of the donee, the estate tax 
will proportionally increase, 

any substantial decrease in 

value correspondingly reduces the an- 
ticipated saving. Gifts of leasehold in- 
terests, patent rights and other property 
which necessarily decrease in value 
with the mere passage of time should 
be especially avoided where the pri- 
mary objective is estate tax saving. 


saving 
whereas 





Surviving husband held wife’s share in 
community for children; not part of his 
taxable estate. The court finds that de- 
cedent had, after his wife’s death, man- 
aged her share in the community for 
their children on express oral trust of 
the children. It was error to include the 


entire property in his estate. Jones Es- 
tate, DC Tex., 11/8/55. 


Federal employee’s survivorship annu- 
ity purchased by his voluntary contribu- 
tions includible in his gross estate. A 
federal civil service employee who had 
been making additional voluntary con- 
tributions elected at the time of his re- 
tirement to apply these voluntary con- 
tributions to the purchase of an annuity 
providing income during his life and 
one-half thereof after his death to his 
beneficiary. The Service rules that the 
value of the survivorship annuity pass- 
‘ing to his beneficiary at his death is in- 
cludible in his gross estate. Rev. Rul. 

55-682. 

Must marital deduction as 
state court computed widow’s share 
though apparently it erred. The Wis- 
consin county court computed the share 
to go to decedent’s widow under her 
statutory one-third unre- 
duced by federal estate tax. The deci- 
sion was not collusive and being final 
is binding on the Commissioner, though 
it is in conflict with a Wisconsin Su- 
preme Court decision. The state has de- 
termined rights; the full 


compute 


election as 


property 


amount paid to the widow must be 
allowed as marital deduction. Weyen- 
berg Estate, DC Wisc., 10/27/55. 


Beneficiary of testamentary trust, in 
will settlement, put corpus in new trust; 
she is grantor. Mrs. Harmon was one of 
the three beneficiaries of a testamentary 
trust provided in her husband’s will. In 
lieu of electing her statutory rights she 
made demand the trustees for 
payment to her of the corpus. As was 
their right, they consented. The corpus 
was placed in a new inter vivos trust. 
The question here is whether that trust 
is includible in Mrs. Harmon’s estate. 
Because of the interest in income, the 
trust is so includible to the extent she 
was a grantor. The district court held 
that while the taxpayer, by her own de- 


upon 


mand, had not received anything upon 
the termination of her husband’s trust, 
her right to elect against the will was 
consideration. One who furnishes con- 
sideration for the creation of a trust is 
a grantor. This court affirms. Harmon 
Estate, CA-1, 11/2/55. 

Marital deduction denied for life insur- 
ance annuity payments which may go 
to named beneficiary after death of 
surviving spouse. Proceeds of insurance 
policies on the life of the decedent were 
payable in equal installments to the 
surviving wife for 10 years certain and 
thereafter for her life. If she should die 
before the end of the 10-year period 
the installments for the remainder of the 





ten years were payable to the children. 
The rights to the 10-year certain pay- 
ments and to the annuity cannot be 
separated; each policy was one “prop- 
erty,” and as persons other than the 
surviving spouse could possess or enjoy 
some part of “such property” after 
termination of the wife’s interest, no 
part of the proceeds of the policies 
qualified for the marital deduction. 
Estate of Reilly, 25 TC No. 46. 


Marital deduction available where wife 
could, under local law, appoint insur- 
ance proceeds to herself. [Acquies- 
ence] Decedent left his wife income 
from life insurance policies. In a con- 
tested adversary proceeding in Illinois, 
the local court held the wife entitled to 
appoint the principal proceeds to her- 
self. The Tax Court, considering itself 
bound by that construction of the poli- 
cies, qualified the proceeds for the mari- 
tal deduction. Wynekoop, 24 TC No. 
21, acq. IRB 1955-47. 


Court finds property value between tax- 
payers and Commissioner’s figures. 
Decedent owned 5/24 of a company 
whose principal asset was real estate in 
Portland, Oregon. The executrix had in- 
cluded this in the estate-tax return at 
$600,000; the Commissioner asserted 

750,000. This court values it at $700,- 
000. McGinn Est., DC Ore., 12/21/54. 


Estate can deduct entire administration 
cost of community property. The Com- 
missioner allowed only half the costs of 
administering community property to 
be charged to the estate of the husband. 
He asserted the other half was applic- 
able to the wife’s interest. Here the wife 
was sole legatee of the husband’s half— 
there was no need for administration of 
the community as such. All expense is 
properly chargeable to the husband’s 
estate. McCullough Estate, DC La., 
10/14/55. 


Physical incapacity to exercise a power 
not a release. Decedent had a general 
power of appointment (created in 
1931) which she fully exercised in her 
will (executed in 1940) in favor of 
certain of her relatives. She died in 
1949. Under the Code, if a pre-1942 
power has been partially released so that 
the holder cannot exercise it in favor of 
himself, his creditors, his estate or his 
estate creditors, the power is not a gen- 
eral power of appointment includible 
in the taxable estate. The estate made 
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the ingenious argument. that since de- 
cedent provided for the exercise of her 
power for a limited group in the will 
drawn prior to 1942 and she thereafter 
became physically incapacitated and 
remained so until her death, she in ef- 
fect irrevocably released her right to 
exercise the power “generally.” The dis- 
trict court disagreed and its holding is 
here affirmed. Decedent’s incapacity 
subsequent to execution of the will may 
have had the same effect as a partial 
release, but does not come within the 
statutory intentional release. Simmons, 
CA-2, 10/24/55. 


VA life insurance subject to estate tax. 
Proceeds of life insurance policies is- 
the Veterans Administration 
are includible in the veteran’s gross 
estate for federal estate-tax purposes. 
Rev. Rul. 55-622. 


sued by 


Expenses of estate of community prop- 
erty deductible in full. [Acquiescence] 
Taxpayer estate consisted entirely of 
property transferred by 
operation of law to the surviving spouse. 


community 


The only duty of the executor was to 
pay federal estate tax. Consequently the 
administration expenses are deductible 
in full. Estate of Gannett, 24 TC No. 
73, acq. IRB 1955-47. 


Contributions to wife’s trust includible 
in donor’s estate; he retained power to 
amend with her. A husband contributed 
to a trust created by his wife in which 
she retained the life income and their 
children ultimate beneficiaries. 
trustee could invade 
principal if income should be insufficient 
for her. The wife also reserved the righi 
to revoke or modify the trust with her 
husband’s consent. The husband’s con- 


were 
However, the 


tributions are held to be includible in 
his gross estate inasmuch as the wife 
did not, because of the possibility of in- 
vasion, have a substantial adverse inter- 
est in the principal; the likelihood of in- 
vasion of principal for her benefit was 
so remote as to be negligible. Rev. Rul. 
55-683. 


Gift to daughters for annuity bona fide; 
property not includible in estate. In 
1943 taxpayer gave practically all her 
assets, securities worth about $100,000, 
to her daughters. The daughters agreed 
to pay her all the income, but not less 
than $3,000 annually, for life. The court 
holds that the transfer was bona fide 
and for a money consideration. The 


> 


securities are not includible in her 
estate. Smith Estate, DC Ill., 10/18/55. 


Gift of stock to family upheld even 
though stock was immediately retrans- 
ferred to donor's trust. A father trans- 
ferred 1800 shares of stock in his con- 
trolled corporation to his wife and sons, 
claiming exemption for the gifts to each 
donee. They immediately retransferred 
such shares to a trust the father had 
previously created. The Commissioner 
disallowed the exemptions on the theory 
the father had really transferred the 
shares to the trust. As there was no di- 
rect evidence of any agreement to re- 
transfer the shares, the court holds the 
father’s original transfer to his wife and 
sons unconditional and resulting in a 
completed gift. There was nothing sin- 
ister in the fact that the various trans- 
actions were conceived and carried out 
for the primary purpose of minimizing 
estate and gift taxes. Klempner, TCM 
1955-307. 


Exclusion allowable if donor can show 
value of interest in “open class” gift. 
Taxpayer established a trust providing 
for the payment of income to his chil- 
dren and grandchildren, both those liv- 
ing now and any born prior to his death 
when the corpus will be divided among 
the then-living beneficiaries. Gift tax ex- 
clusions are denied as to interests in the 
corpus—such interests are future. They 
will be allowed to the extent that the 
present interests in income have some 
ascertainable value. If it can be shown 
that, based on actuarial principles and 
taking all possible contingencies into ac- 
count, present interest of a beneficiary 
will equal at least $3,000, an exclusion 
is allowable. Rev. Rul. 55-679. 


Division of community property never 
was a gift to spouse. A donor in 1943 
and 1945 reported as gifts a division of 
his community property with his wife 
as required by the Regulations at that 
time. This provision was eliminated 
from the Regulations as a result of ad- 
verse court decisions. Accordingly, the 
division did not result in the use by 
taxpayer of any portion of his specific 
exemption. Rev. Rul. 55-709. 


Buy-sell agreement at book value fixes 
estate value. [Acquiescence] Under the 
provisions of the partnership agreement 
and a purchase agreement, surviving 
partners paid to taxpayer-estate the 
book value of its interest in a partner- 
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ship established in 1865. The Tax Court 
held that the interest could be sold dur- 
ing life for book value only under the 
terms of a supplementary agreement. 
This restriction being valid, the estate 
tax value is fixed. Weil Estate, 22 TC 
1267, acq. IRB 1955-47. 


Reverse holding that widow got only a 
terminable interest under joint wills. 
Decedent and his wife had made joint 
wills under which the first to die would 
leave all property to the other spouse, 
and the survivor would leave it to their 
children. The Tax Court interpreted 
this under Nebraska law as giving the 
widow only a life interest in the prop- 
erty. Since she cannot control the prop- 
erty at her death, it is ineligible for the 
marital deduction. The Circuit Court 
here reverses on stipulation of the 
parties. Peterson Estate, CA-8, 11/4/55. 


Survivorship annuity valued by mor- 
tality and discount tables. In 1938 and 
1939 the decedent paid $390,000 for an- 
nuity contracts to provide about $20,- 
000 to her for life and $20,000 to her 
husband for his life if he survived. She 
died in 1947, her husband surviving. 
On the authority of the Clise case, 122 
F.2d 998, CA-9, the district court held 
that the contracts are includible in her 
estate. The taxpayer had argued that 
since the transfer was made prior to 
Oct. 7, 1942, it was not includible be- 
cause she retained no possession or right 
to income. However, the Clise case held 
that retaining the annuity for her life 
was retaining enjoyment of the property. 

There were three alternative methods 
of valuation: 

1. The cost of a comparable contract 
—taking the cost a single life contract 
for the husband at the date of the wife’s 
death—about $260,000. 

2. The cost of a comparable contract 
—taking the cost of a survivorship con- 
tract immediately prior to the wife’s 
death—about $61,000. 

3. The present value at 4% discount 
of the annual payments of about $20,- 
000 for the husband’s life expectancy 
at the date of the wife’s death—about 
$160,000. 

The court found that there were no 
comparable contracts—because the ac- 
tual contracts involved were purchased 
in 1938 and 1939, not 1947, when the 
parties’ life expectancies were quite 
different. The court found the value by 
the discount method. This court 
affirms. Grant Estate, CA-9, 10/25/55. 
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What effect would tax reduction have on 


practitioners? CED proposals for reductions 


Frew TAX PRACTITIONERS Can escape 
the accusation by their layman 
friends that they are in some way re- 
sponsible for current high tax rates. 
These same laymen are astonished when 
we try to tell them that we aren't really 
concerned with what the rates are; 
we're concerned only with how to op- 
erate under the laws and regulations as 
they exist. We leave rate setting to 
others. 

Nevertheless, a feeling for the politi- 
cal and economic climate in which tax 
policy is set is useful to the practitioner, 
sometimes to advise clients with respect 
to a long-range course of action (as best 
he can), sometimes only for lunch- or 
country-club-type conversations. 

With so much in the papers cur- 
rently about prospective tax reductions, 
we received with enthusiasm the recent 
scholarly and impartial recommenda- 
tions of the Committee for Economic 
Development evaluating the economic 
prospects for tax reduction. While we 
don’t try to report all (or even many) 
efforts to change tax rates, we consider 
the CED analysis a reasonable one, and 
feel that practitioners could get a good 
picture of the situation, briefly, by run- 
ning through the following short sum- 

_mary of the CED recommendations. 


Tax reduction may be possible 

In the absence of either an increase 
in expenditure or appearance of seri- 
ous inflationary forces, the Committee 
now believes it may be possible to re- 
duce taxes in 1956. Should this actually 
prove feasible—which will not be known 
until Congress has acted on the next 
budget—it is important to think before- 
hand about what kind of tax reductions 
should be made. 

CED believes that it is sound budget 
policy to set tax rates high enough so 
that they would balance the cash ex- 
penditures of government under condi- 


tions of high employment. The budget 
to be used should be the government’s 
cash-consolidated budget, not the more- 
usually cited administrative budget. 
The cash budget includes all of the 
government’s cash receipts from the 
public and all of its cash payments to 
the public. As such it is a better guide 
to a stabilizing budget policy than is 
the administrative budget, which cur- 
rently indicates an excess of receipts 
over expenditures about $2 billion lower 
than does the cash budget. 


Inflation unlikely 


The high level of economic activity 
in recent months raises the question 
whether the danger of inflation is not 
sufficient to call for a departure from 
the stabilizing budget policy. Should 
tax rates be left at their present levels— 
or even be raised—to provide a large 
surplus to curb a possible serious infla- 
tion ahead? 

The Committee thinks not. It is not 
at all certain that the country is moving 
into a serious inflationary situation. If 
prices rise, a stabilizing budget policy 
will automatically produce a surplus. 
To anticipate the need for an even 
larger surplus in the present circum- 
stances is not indicated. If a serious in- 
flation did not materialize, the country 
would have tax rates higher than they 
should be—perhaps so high as to de- 
press the economy. It might then prove 
difficult to reduce them promptly and 
at the same time in a sound and equi- 
table manner. 

Government’s responsibility for help- 
ig to restrain sudden spurts of inflation 
should be exercised mainly through 
monetary policy. Monetary policy can 
be extremely powerful in combating in- 
flation. If combined with a stabilizing 
budget policy which will provide a 
surplus as prices rise, there should be 
little danger of prices getting out of 


hand. To make this combination effec- 
tive, of course, it is necessary that mone- 
tary authorities use—and be permitted 
to use—their instrument courageously 
and wisely. 


How much reduction is possible? 


Given, then, adherence to a stabiliz- 
ing budget policy, what can be said 
about the amount of tax reduction per- 
missible in 1956? 

Last August the Bureau of the Bud- 
get made the following estimate of the 
cash budget for fiscal 1956 (ending 
June 30, 1956) : 


Cash receipts from the public $70.9 billion 
Cash payments to the public 70.6 ” 


Surplus i ae 


Cash receipts for fiscal 1957, on the 
assumption that the economy operates 
at a high level of employment and that 
tax rates stay at their present levels, 
probably would run some $4 to $5 bil- 
lion or more higher. This is the sort of 
increase that can be expected if we get 
normal growth of national income be- 
cause of rising productivity. As a matter 
of fact, tax revenues will grow at an 
even higher rate than the national in- 
come because of the progression in the 
income tax. 

If government expenditures in fiscal 
1957 are held to the 1956 level, the 
stabilizing budget policy would permit 
tax reduction of about the same amount, 
say $4 to $5 billion. Any reduction in ex- 
penditures from the fiscal 1956 level 
will increase the amount available for 
tax reduction. 

A reduction of expenditures is hoped 
for by very many informed persons. But 
it would be unwise at the present stage 
to count on this, or even on the com- 
plete avoidance of increases. There has 
been some recent tendency for national 
defense expenditures to rise slightly, 
and there are a number of non-defense 
programs in which increases will have 
to be considered. Although the actual 
figure may turn out to be more or less 
than this, we believe an assumption that 
taxes can be cut by $3 or $4 billion is 
a reasonable basis for considering what 
kind of a tax reduction program is most 
desirable. 


Which taxes should be reduced? 


Naturally most of the debate over 
tax reduction next year will center 
around how any reduction should be 
divided among the various categories 
of taxpayers. Here again it is important 
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to avoid the expedient decision in favor 
of decisions which flow from generally 
applicable principles of economic effi- 
ciency and fairness. 

It is clearly desirable to reduce first 
those taxes which impede most seri- 
ously the growth of the economy. By 
fostering economic growth we are mini- 
mizing the burden of taxation. As the 
economy grows the same tax rates pro- 
duce more tax revenues. In so far as 
government expenditures can be held 
constant or reduced, the additional tax 
revenue made possible by growth can 
be plowed back into the economy in 
the form of tax reductions. 

Of course, every kind of taxation af- 
fects economic growth in some way. 
Furthermore, sometimes the objective 
of fostering growth in the economy 
clashes with the objective of fairness 
among taxpayers. Conflicting objectives 
have to be balanced and careful judg- 
ments have to be made in assigning 
priorities in tax reduction. 

The Committee believes that at this 
time both the objective of promoting 
growth in the economy and the objec- 
tive of fairness among taxpayers require 
that first priority in any tax reduction 
be assigned to the individual income 
tax. At the same time, if the budget 
situation permits, there should be some 
reduction of the corporate income and 
excise tax rates. 


Individual income tax 


The Committee believes that the ma- 
jor tax impediments to growth in the 
economy are to be found in the prevail- 
ing rate schedule of the individual in- 
come tax. All income tax rates impede 
economic growth to some extent. But 
the effect of the present rate schedule 
on certain middle and upper bracket 
rates is disproportionately heavy, es- 
pecially in view of thc risk-taking con- 
tribution which most taxpayers in these 
brackets make to the nation’s economy. 


It is the Committee’s view that all 
income tax rates should be reduced, but 
that a relatively greater percentage re- 
duction in tax should be made in the 
middle and upper brackets where ex- 
tremely high rates are seriously interfer- 
ing with the incentive to take risks and 
with the supply and mobility of invest- 
ment funds. In absolute amounts the 
sdvings will go largely to taxpayers in 
the lower brackets because of the large 
number of people affected. 

The particular date in 1956 on which 
these reductions take effect should be 
decided after the budget picture for the 
fiscal year 1956-1957 has been clarified. 


The corporate income tax 


The corporate income tax, now at 
52% as the result of successive emer- 
gency increases, is scheduled to go 
down to 47% on April 1. Expenditure 
proposals may not permit the full 
scheduled reduction without creating 
a conflict with reduction of individual 
tax rates. But there should be leeway 
for at least a two-point reduction. 

The corporate income tax is so high 
now that it plays a large and unhealthy 
part in virtually all business decisions 
whether to invest or not to invest money. 
Furthermore, it is capricious in its im- 
pact on individuals, whether they are 
viewed as stockholders or buyers of the 
corporation’s stock. 

With these considerations in mind, 
the Committee recommends that the 
corporation income tax be reduced at 
least two points (to 50%) on the date of 
the scheduled reduction, April 1, 1956. 


Excise tax rates 


Excise tax rates on automobiles and 
parts, and on alchohlic beverages, to- 
bacco, and gasoline are also scheduled 
to go down on April 1, 1956. Again, 
these rates have been built up as the 
result of successive emergencies. 

Selective excises are inevitably dis- 





Income Before Tax 
(Adjusted gross 


income ) Tax® 
$ 2,672 $ 1 
6,000 600 
12,000 1,784 
30,000 7,058 
70,000 26,812 
132,000 65,940 
300,000 194,804 





INDIVIDUAL FEDERAL INCOME Tax Rates EFFECTIVE 
on 1955 INcoME oF A MARRIED COUPLE WITH TWO CHILDREN 


°In calculating the tax, deductions (for interest, contributions, medical expenses, etc.) have 
been assumed to be 10% of adjusted gross income for all levels of income. This is too low, how- 
ever, for returns in the lower brackets that itemize deductions. For example, at the $6,000 
level deductions often run a fifth of adjusted gross income. 


Per Cent 


Tax as Per Cent Tax on Another 


of Income Dollar of Income 
Negligible 20 

10 20 

15 26 

24 43 

38 62 

50 75 

65 89 
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criminatory among producers and con- 
sumers. The present system, in which 
some items are taxed at high rates, some 
at lower rates and some not at all, some 
at the manufacturers’ level and some at 
retail, cannot be justified. There are two 
basic ways to correct this system. One 
is to eliminate most federal excise taxes 
and thus to reduce greatly federal reve- 
nue from this source. The other is to 
substitute for the present system a uni- 
form excise tax applicable to most items 
of consumers’ expenditures. 

If revenue requirements were sharply 
reduced, the first of these courses would 
be preferable. If there is a substantial 
decline in tax requirements, all excises 
except those on alcoholic beverages, to- 
bacco, and gasoline should be eliminated 
and the taxes on alcoholic beverages 
and tobacco should be reduced. But, 
in view of the prospect that a marked 
reduction of revenue requirements may 
be long delayed by a continued high 
level of defense expenditures, considera- 
tion should be given to the second 
course. The worst alternative is to drift 
along with the present discriminatory 
system without any program for cor- 
recting it. There is need for study lead- 
ing up to a national decision on the role 
of excises in the federal tax system and 
the way in which this role can best be 
filled. 

There will be other tax issues in 
1956 besides tax reduction. Care should 
be taken to preserve the gains that 
were made in the 1954 revision of the 
Internal Revenue Code—notably gains 
in the way of allowances for a more 
rapid depreciation of investment and of 
token relief granted on the double taxa- 
tion of dividends. It is to be hoped that 
there may be opportunities next spring 
to carry forward this process of reform- 
ing the tax system. Tax reform may be 
as important as tax reduction in achiev- 
ing the objectives of fostering economic 
growth and fairness among taxpayers. 

Since high tax rates will probably be 
necessary for many years, it is of con- 
tinuing importance that discrimination 
among taxpayers, both individual and 
corporate, be eliminated where possible. 
And in all cases tax reduction and re- 
form should be undertaken with their 
effect on the operation of our economic 
system constantly in mind. It is vitally 
important that the United States main- 
tain a rapid rate of growth in output. 
Tax questions have a very important 
influence on whether we do or do not 
grow rapidly. * 
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How one CPA handles small “prepared- 


without-audit”’ 


NE OF THE MOST DIFFICULT assign- 
O ments undertaken by an account- 
ant is the preparation of tax returns 
from unaudited records, Fred W. 
Nichols said recently. Nichols, a Bir- 
mingham, Alabama, CPA, was discuss- 
ing the CPA’s office procedures in tax 
aspects of accounting work at the 
Southern States Accounting Confer- 
ence. This type of engagement, some- 
times referred to as a “Tax Audit,” he 
said, has the primary purpose of pre- 
paring the tax returns for the company 
in question. This type of assignment is 
more an audit by inquiry rather than by 
verification. 

In a tax audit, more attention should 
be given in proportion to the amount of 
work involved to income and expense 
items than to balance-sheet items; how- 
ever, sufficient analysis of the assets 
and liabilities should be made to ascer- 
tain that sound accounting principles 
are being applied, consistent with prior 
years. Of course, it is not necessary in 
such engagements to make outside con- 
firmations of the balance-sheet items, 
but the accountant should satisfy him- 
self to the best of his ability, from the 
company’s own books and records and 
other supporting data, that they are 
correctly stated because of their effect 
on taxable income. 

In all types of audits, considerable 
attention should be given to any trans- 
actions occurring outside the normal 
course of business. A simple example of 
this type of transaction would be the 
sale of machinery and equipment used 
by the company, gain from which 
should be treated as a capital gain and 
not as ordinary income. 

In all accounting offices, and unfor- 
tunately ours is no exception, some tax 
returns are prepared purely from infor- 
mation submitted by the taxpayer. This 


return problem 


is particularly true of individual and 
non-business tax returns. Even in this 
type of engagement, enough informa- 
tion should be obtained from the tax- 
payer, by consultation or written ques- 
tionnaire, to give the accountant suf- 
ficient information to properly prepare 
the return. 

It is my opinion that unless it is an 
individual taxpayer who has income 
only from such sources as salaries, divi- 
dends, etc., this type of engagement 
should be discouraged, and an attempt 
made to persuade the client to permit 


a more extensive investigation. For the 
preparation of such individual tax re- 
turns, our office has a very detailed 
questionnaire which we have the tax- 
payer fill out, sign, and submit to us. 
We also attempt, by consultation and 
inquiry, to secure as much substanti- 
ating data as possible. In our firm, we do 
not prepare many individual tax re- 
turns other than those who are associ- 
ated with our business clients. We have 
discouraged many of these non-business 
tax returns by charging rather high fees 
for the preparation of such returns. This 
has been done intentionally because it 
is our belief that an independent certi- 
fied public accountant can better serv- 
ice his business clients if his office is 
not flooded during the tax season with 
small, unverified individual tax returns. 


How to get proper technical 
substance into the report 


WE'VE JUST RECEIVED a copy of Jennie 
Palen’s new book “Report Writing for 
Accountants”*; we think it’s a book of 
such importance that we should go out 
of our way to tell you a bit about it. 
Contrary to what may be the general 





sentence structure. She says: 


ones, never 


These are enemies of unity: 


reaches the end of the sentence. 


comma fault). 





HOW TO WRITE GOOD SENTENCES 


Sir Winston CuHuRCHILL is reported to have said that his ability to write 
clearly and vigorously is a result of his having been so dull a student that 
he was forced to repeat an elementary course in grammar. He says the 
basic structure of the English sentence was so everlastingly beat into his 
head that he never forgot the importance of sentence structure in good 
writing. Miss Palen has, we think, some very useful suggestions about how 
accountants could improve their writing by paying more attention to 


“In striving for exactness the accountant easily falls into the error of 
using very long sentences. Sentences should vary in length, with short 
ones predominating. They should also vary in construction. Sentences in 
the direct construction—the independent clause first, with subordinate 
clauses, if any, following—are the strongest. But for variety as well as for 
emphasis, some should have the subordinate clause (or a long modifying 
phrase, as in the first sentence of this paragraph) first. Compound sen- 
tences should be used in moderation. When they have many clauses they 
are likely to ramble in a manner especially unsuited to technical writing. A 
series of very short sentences is often an effective device; a series of long 
. Breaking up sentences is fun, once the will to do it is acquired. 
“A sentence should be a unit, not a stringing together of unrelated ideas. 


1. Combining ideas which have no close connection with one another. 
2. Making sentences so long that the reader loses the idea before he 


3. Changing the viewpoint unnecessarily. 
4. Joining two unrelated independent clauses with a comma (the 
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The following sentences all violate the principle of unity: 


Example 

No consideration has been given 
to interest on refunds of taxes for 
which claims have been filed and 
allowance of the refund will estab- 
lish a basis for more liberal depreci- 
ation of property. [Violation of 1.] 

The makers of the notes con- 
firmed their indebtedness and all 
the notes bear interest at 6 per cent. 
[Violation of 1.] 

We have reconciled the accounts 
with the various correspondent 
banks, and in this connection, dur- 
ing the course of our examination 
while endeavoring to effect a recon- 
ciliation with correspondent banks, 
our representative, working in con- 
junction with Mr. Jones of the 
bank’s accounting department, de- 
veloped the fact that the chief teller 
of the commercial department had 
taken credit for amounts which 
should have been credited to the X 
Bank of New York. [Violation of 2.] 

We examined the entries in the 
property accounts, they appear to 
be proper. [Violation of 3 and 4.] 


Suggested revision 

No consideration has been given 
to interest on refunds of taxes for 
which claims have been filed. Al- 
lowance of the refund will establish 
a basis for more liberal deprecia- 
tidn of property. 

The makers of the notes con- 
firmed their indebtedness. All the 
notes bear interest at 6 per cent. 


Reconcilement of the accounts 
with correspondent banks disclosed 
the fact that certain amounts which 
should have been credited to the 
X Bank of New York were, instead, 
credited to the chief teller of the 
commercial department. 


We examined the entries in the 
property accounts and found them 
to be proper. 


The faulty structure of this sentence is due to confused thinking: 
“The used cars were priced at cost or market, whichever was lower, and 
included checking the market prices to current published market prices 


published in the Kelley Blue Book.” 


In the interests of both unity and grammatical construction the sen- 


tence should be divided, 


“The used cars were priced at cost or market, whichever was lower. We 
compared the market prices used with current prices published in the 


Kelley Elue Book.” 


Sentences should have strong beginnings and the thought should flow 


smoothly through them. 
] 


Smoothness is lessened when sentences open with one word or a short 
phrase followed by a comma. A series of such sentences give a disjointed 


effect, as in the passage below: 


Example 

Ordinarily, the use of the term 
Stock split-up is looked upon as be- 
ing confined to transactions involv- 
ing some division of issued shares 
into a greater number of shares of 
the same class. By this device, wider 
distribution and improved market- 
ability are obtained. However, it is 
believed that when the transactions 
are viewed realistically. . Con- 
sequently, the best authorities re- 
gard. Therefore, the recom- 
mendations that follow. 


Suggested revision 
Use of the term Stock split-up is 
ordinarily looked upon. 


Wider distribution and improved 
marketability are thus obtained. 
When the transactions are viewed 
realistically, however. . . . The 
best authorities regard . . . The 
recommendations that follow are 
therefore. 
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first impression, this is not a book of 
language, semantics, or literary tricks. 
It is a technical accounting book. Miss 
Palen, a CPA, was for 21 years report 
reviewer for Haskins & Sells, and sub- 
sequently has done a good: deal of work 
with the American Institute of Account- 
ants research program. The book gains 
a currency and sureness from these two 
experiences, each supplementing the 
other as they do. 

The main portion of the book dis- 
cusses the usual balance-sheet and in- 
come-statement items, and discusses 
them in detail in terms of what should 
be put in the report, and what to say 
about them. These considerations are 
technical and professional, not literary. 

There is, however, a section of about 
100 pages (out of 600) dealing with 
the literary aspects of report writing, 
including mechanical preparation. It’s 
hard to do this part of the job without 
covering ground pretty well covered be- 
fore, but the interpretation and appli- 
cation of the standard rules of writing 
(grammar, sentence structure, clarity, 
choice of words, etc.) to a particular 
purpose and subject matter is the special 
contribution of this part of the book. 

We think this is a good book; we 
think Miss Palen has done a good job— 
in the sense that she has taken the 
whole of her subject, gone through it 
conscientiously, and put down on paper 
the essence of her practical experience. 
We suspect this view will be shared by 
the expert professionals who use the 
book (for confirmation or speculation) 
as well as by the younger men who 
use it for a textbook and to get the 
basic understanding needed to write 
good reports. 

The three chapters on the technique 
of writing the comments are full of ex- 
cellent pointers for the writer of tech- 
nical material. This means, of course, 
any tax man. Consider, for example, the 
comments on sentence structure in the 
accompanying box. 

And, lest this be thought of as a case 
of the shoemaker’s children, Miss Palen 
is herself an excellent writer, crisp and 
interesting on even the dullest topic. * 


® Report Writing for Accountants, by Jennie M. 
Palen, New York, Prentice-Hall, Inc., 1955, 602 
pages, $9.75. 


SOME CASES HELD OVER 
Owing to shortage of space, several re- 
ports on new decisions involving tax 


procedures have been held over until 
the next issue. Editor. 
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Safeguard needed in combined private and 


public employment benefit programs 


\ 71TH THE OPENING Of the state legis- 

lative sessions, the law-makers in 
various states will be asked to deter- 
mine whether they will permit the inte- 
gration of private unemployment in- 
surance plans with the state unemploy- 
ment benefits. 

While the attorney generals of some 
states have already issued favorable 
rulings, many trade and employer asso- 
ciations are pressing to have the ques- 
tion resolved by the legislators them- 
selves. 

It is felt that the payment of supple- 
mental unemployment benefits under 
wage negotiated contracts represents a 
form of concurrent payment which 
could not be considered at the time the 
various unemployment insurance laws 
were enacted. In at least one state, even 
though the attorney general ruled 
favorably on integration, he neverthe- 
less recommended that legislative ac- 
tion follow. 

Most trade and employer associations 
oppose the idea of integration. It is felt 
that it would weaken the public pro- 
grams, in that supplemental benefits 
tend to controvert the reasoned deter- 
minations of the state legislatures as to 
the level of benefits. It is further felt 
that the level of benefits on a combined 
basis (public and private) will tend to 
eliminate to some extent the incentive 
to work, thereby extending the duration 
of unemployment and causing further 
drains on the state funds. 

One association that has come to our 
attention, while opposing the idea of 
integration, recognizes the difficult de- 
cision that a legislator has to make in 
casting his vote against integration. 
After all, it is almost like taking some- 
thing away from employees that they 
feel they received through the union 
negotiated contract. This particular 


association, therefore, has recom- 
mended a policy of containment, i.e., 
certain safeguards would be set out in 
the law to make certain that the state 
unemployment system be _ protected. 
This association has recommended 
three areas in which legislation should 
be adopted. They are as follows: 

“(a) State unemployment insurance 
funds must be protected from the de- 
pletion which may occur if a substantial 
number of employers adopt supple- 
mental programs. Since there is a very 
real possibility that employees laid off 
under a supplementation program will 
take maximum advantage of the pro- 
gram and not really seek and accept 
other suitable employment, companies 
adopting such plans may very well 
realize larger and larger “negative 
balances” in their state unemployment 
insurance reserves. This obviously 
would reduce the level of the state 
funds, and would require under the 
terms of most unemployment insurance 
laws (including the New York law), 
general increases in the unemployment 
insurance tax for all employers. This 
state of affairs must be avoided by 
legislation. Employers who do _ not 
choose to adopt supplementation pro- 
grams should not be forced, through 
higher tax rates, to pay the costs of 
those who do. 

“(b) Safeguards must be provided 
to ensure that employees who are laid 
off under supplemental benefit plans 
will actively seek and accept other suit- 
able employment. Limited _ statutory 
benefits are an essential adjunct to this 
eligibility requirement. The most effec- 
tive way to prevent claimants from tak- 
ing unfair advantage of state U. I. pro- 
grams is through limiting the benefits 
paid to an amount substantially below 
regular pay. Therefore, to protect the 


state system, insofar as it applies to 
employees laid off under supplemental 
benefit plans, no private plan should be 
permitted to “integrate” with state U. I. 
laws if it provides for payments to laid- 
off employees which, when combined 
with state benefits, amounts to more 
than a specified percentage of each 
recipient’s normal weekly take-home 
pay. The incentive to work must be 
retained. In addition, the legislatures 
should consider means by which unem- 
ployment insurance laws can _ be 
strengthened so as to make more mean- 
ingful the requirement that benefit 
claimants actively seek other suitable 
employment. 

“(c) Private supplementation plans 
must not be permitted to undermine 
the eligibility and disqualification re- 
quirements of the state laws. While 
private employers and unions may agree 
to whatever they wish, state legisla- 
tures should require that in order to 
“integrate” their layoff plan with state 
programs, the private plans must meet 
certain legislative requirements. Spe- 
cifically, the eligibility and disqualifica- 
tion requirements in the supplemental 
programs should not be permitted to fall 
below the requirements found in state 
unemployment insurance laws. This 
means if any standard in the private 
plan respecting eligibility or disqualifi- 
cation falls below the current legislative 
standards, as construed in each state 
in which the plan operates, no state 
benefits shall be paid concurrently to 
individuals who accept benefits, under 
any circumstances, from the private 
plan.” : 


California situation shows 
advantage in protesting 


CALIFORNIA EMPLOYERS have little time 
left in which to protest benefits charges 
reflected on Form DE-428, “Statement 
of Charges to Employers’ Reserve Ac- 
count.” This form was mailed by the 
California Department of Employment 
to 102,652 covered employers during 
the last week in November. Employers 
have 60 days from date of mailing in 
which to submit written protests. There 
are about 167,000 covered employers 
in California who had no charges 


against their accounts. 

Generally, no protest will be honored 
where benefits were improperly paid 
if the employer failed to take a timely 
appeal when the claim firsi arose. Here 
are the kinds of charges to protest: 
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(a) Benefits charged even though 
employer received a favorable ruling. 

(b) Benefits to individuals not on 
employer’s payroll (due to incorrect 
identification of employer). 

(c) Benefits paid where employer 
received no notice of filing claim and 
thus was not afforded opportunity to 
appeal. 

What advantages are there in pro- 
testing improper charges? Here is an 
actual example. One company some 
years ago protested three charges total- 
ing less than $1,000. The protests were 
not allowed, but they took an appeal 
and were successful. The elimination 
of these charges dropped the company 
into the next lower tax bracket. As a 
result, the Unemployment Insurance 
Tax expense for the ensuing calendar 
year was reduced by $16,000. Certainly 


A 


sounds worthwhile. 


Small firms now subject 
to unemployment taxes 


Now THAT we are in the new year 
more than 300,000 employers operat- 
ing small firms find themselves subject 
to the federal, and in some cases state, 
insurance taxes. The 
liability for federal taxes is due to the 
fact the number of workers to make an 
employer taxable was cut from eight 
to four starting January Ist of this year. 
As a result of this action most states 
followed suit. 


unemployment 


In addition, there are a few states 
where employers may be subject for 
state tax even though they are not 
subject for the federal tax. 

Employers of three or more are liable 
in Connecticut and New York where 
two in Oregon and one employee in 
Rhode Island result in state tax liability. 


Additional unemployment 
compensation law amendments 


ALABAMA Claimants may now draw a 
maximum weekly benefit amount of 
$25. Heretofore the maximum was $22 
weekly. He can now earn weekly wages 
up to $6 without loss of benefits; this 
was increased from $2 weekly. The re- 
fusal of suitable work disqualification 
has been fixed at a period ranging from 
six to ten weeks. Before this change 
the claimant had to return to employ- 
ment and earn twenty times his weekly 
benefit amount. 


The benefit eligibility condition deal- 
ing with a certain number of hours 
worked and amount of wages earned 
in the three weeks preceding the week 
of unemployment was repealed. 

The disqualification dealing with the 
receipt of Social Security benefits was 
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repealed. The receipt of employer pen- 
sion disqualification was retained but 
with the proviso that the disqualifica- 
tion will be inapplicable if the claimant's 
unemployment benefits are based en- 
tirely on wages earned from employ- 
ment other than from which he retired. 





-, New payroll decisions this month 


Separate liability for social security tax 
and railroad retirement tax may be in- 
curred by one employee. The fact that 
social security tax is being deducted 
from an employee’s wages by his part- 
time employer does not affect his lia- 
bility for the employee tax under the 
Railroad Retirement Tax Act on his 
compensation from his railroad em- 
ployer. The employee is therefore not 
entitled to any credit against his income- 
tax liability solely because of the pay- 
ment of the employee tax under both 
acts. Rev. Rul. 55-690. 


Group sharing apartment is one em- 
ployer of maid. Where two individuals 
share an apartment and employ a maid, 
the two individuals are considered as 
one employer in determining whether 
the maid meets the “$50 a quarter” 
social security test. Either may file the 
return and pay the tax for the employ- 
ing unit. Rev. Rul. 55-669. 


Self-employed printer may be employee 
with respect to contracted services. A 
self-employed printer who is engaged 
for an indefinite period to perform print- 
ing services exclusively for a company 
on a full-time basis, and who performs 
his services during regular business 
hours on company premises, is con- 
sidered an employee for employment-tax 
purposes. Rev. Rul. 55-658. 


Services for a Canal Zone association is 
not “employment.” A voluntary em- 
ployees’ beneficiary association organ- 
ized in the Canal Zone without capital 
stock does not constitute an “American 
employer” for purposes of the social 


security tax. Rev. Rul. 55-644. 


Meals and lodging exempt from social 
security only for private household help. 
The value of living quarters and meals 
furnished to individuals who are not 
students and who perform domestic 
service in a local chapter house of a col- 
lege fraternity exempt from federal in- 


come tax, constitute “wages” for em- 
ployment-tax purposes. Rev. Rul. 55- 
631. Similarly where a nonprofit charit- 
able institution has waived its employ- 
ment tax exemption, taxable wages in- 
clude the fair value of meals and quar- 
ters furnished employees. Rev. Rul. 
55-630. 


Employment taxes on crew members of 
non-American vessels and aircraft. Serv- 
ices performed prior to 1955 on non- 
American vessels and aircraft outside 
the U.S. (or while on “idle status” 
which continues when vessel leaves 
U.S.) are exempt from social security 
tax. Such services after 1954 are not 
exempt if performed by a U.S. citizen 
for an American employer. For federal 
unemployment tax, all foreign service is 
excluded; “idle status” service in the 
U.S. is excluded only for foreign ves- 
sels, not for foreign aircraft. Rev. Rul. 
55-623. 


Remnant store “operator” only an em- 
ployee. An operator of a remnant store 
as a factory outlet for a fabric manu- 
facturer is considered an employee of 
the manufacturer where the manufac- 
turer rents the store, pays all the utili- 
ties, sets the retail prices, and retains 
title to the fabric until sold. The opera- 
tor, who has no investment in the busi- 
ness, and can be let go at will, retains 
only a percentage of the sales for his 
services. Rev. Rul. 55-613. 


Professor doing research under a college 
grant-in-aid is an employee. A professor 
at a state college who, while conducting 
a research project under a grant-in-aid 
to the college by a foundation, receives 
his entire salary plus additional amounts 
for excess time devoted to the research 
project, is considered an employee for 
payroll tax purposes. A stenographer 
engaged with the implied consent of 
the college to assist the professor in the 
research project is also an employee of 
the college. Rev. Rul. 55-583. 
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Home is the major post of duty; 
The Chandler case and Rev. Rul. 55-604 


N QOONLIcHTERS (fellows _ holding 
M down two jobs) and plain ordinary 
daylighters whose job requires them to 
shuttle between two cities will be inter- 
ested to learn that we seem to be get- 
ting at last some agreement on what 
travel, meals, and lodging expenses they 
can deduct. Of course, travel is a prob- 
lem only to the man with two jobs; 
travel required for one job can be de- 
ducted. It’s meals and lodging that 
trouble the man with one job. 

Below we report that the First Cir- 
cuit (in Chandler, 11/2/55) allowed 
a high school principal in Attleboro to 
deduct the cost of travel by auto to his 
teaching job at a night school in 
Boston. We quote from that decision: 

“The Tax Court . . . decided against 
the petitioner on the ground that the 
expenses were not incurred ‘in connec- 
tion with the performance by him 
(petitioner) of services as an employee.’ 
[But see Ford, p. 119.] 

“In taking this position, the Tax 
Court said: “Teaching at Boston Uni- 
versity. required no travel in connection 
therewith. Indeed, it is stipulated that 
neither of petitioner’s employers re- 
quired him to incur any travel expenses 
in connection with his duties and the 
performance of services.’ The Tax Court 
went on to add that in those cases 
where traveling expense deductions had 
been allowed ‘. . . it will thus be seen 
that the claimed expenses bore a closer 
relationship to carrying out the em- 
ployee’s duties than expenses incurred 
in going to and from home and place 
of employment.’ 

“The Tax Court seems to rely for 
the basis of its decision in disallowing 
the deduction upon the last of the three 
conditions set forth by the Supreme 
Court in Commissioner v. Flowers, 326 
U.S. 465, 470 (1946): 


*(3) The expense must be © ‘ured 





in pursuit of business. This means that 
there must be a direct connection be- 
tween the expenditure and the carrying 
on of the trade or business of the tax- 
payer or of his employer. Moreover, 
such an expenditure must be necessary 
or appropriate to the development and 
pursuit of the business or trade.’ 

“In denying t':c deduction in the 
Flowers case, the Court went on to 
say at p. 474: 

“Travel expenses in pursuit of business 
within the meaning of Section 23(a) 
(1) (A) could arise only when the rail- 
road’s business forced the taxpayer to 
travel and to live temporarily at some 
place other than Mobile, thereby ad- 
vancing the interests of the railroad. 
Business trips are to be identified in 
relation to business demands and the 
traveler’s business headquarters. The 
exigencies of business rather than the 
personal conveniences and _ necessities 
of the traveler must be the motivating 
factors... .’ 

“The Court also said at p. 473: “The 
railroad did not require him to travel on 
business from Jackson to Mobile or to 
maintain living quarters in both 
cities... .’ 


Flowers case distinguished 


“Accordingly, it would seem that the 
Supreme Court has set up a test which 
specifies that ‘traveling expenses’ must 
be required by the employer in order 
to be deducted as such under Section 
23(a)(1) (A). If this test is applicable 
to the instant case, as the Tax Court 
apparently thought, then clearly the 
deduction must be disallowed for it is 
stipulated that neither of his employers 
required Chandler to incur any travel 
expenses in connection with his duties 
and the performance by him of services 
as an employee. We believe that the 
facts in the instant case are very dis- 


similar and that, therefore, the test 
established by the Flowers opinion is 


not controlling. An examination of 
Joseph H. Sherman, Jr., 16 T.C. 332 
(1951), reveals that the Tax Court 
regarded the Flowers decision as not 
controlling where the traveling expenses 
were incurred by a taxpayer in going 
back and forth between two widely 
separate places of employment. In the 
Sherman case the Tax Court said at 
p. 337: ‘This Court has heretofore rec- 
ognized that a taxpayer may have 
more than one occupation or business, 
and has held that where it is shown 
that the taxpayer has two occupations 
which require him to spend a sub- 
stantial amount of time in each of two 
cities, he is entitled to the deduction 
of traveling and other ordinary and 
necessary business expenses incurred 
in connection with attendance upon the 
one removed from his residence. . . .” 

“Thus it would seem that in the 
Sherman case the Tax Court found 
these expenditures to be reasonable and 
necessary traveling expenses because of 
the impossibility of the petitioner’s 
being in two widely separate business 
locations simultaneously and without 
any necessity that a duty to travel be 
imposed upon the petitioner by his em- 
ployers. 


Limits on Flowers doctrine 


“We agree with the opinion in the 
Sherman case that the Supreme Court 
decision in the Flowers case should not 
be extended to encompass those cases 
where the taxpayer is engaged in two 
businesses at widely separate geograph- 
ical locations. We believe that a tax- 
payer who is required to travel to get 
to a place of secondary employment 
which is sufficiently removed from his 
place of primary employment is just as 
much within the statutory provision as 
an employee who must travel at the 
behest of his employer. 

““Moreover, it is clear that the In- 
ternal Revenue Service agrees with the 
holding in the Sherman case. Internal 
Revenue Service; Rev. Rul. 55-604, 
October 3, 1955 states, in part: 

“It is also clear that where a tax- 
payer is engaged in business at two 
widely separated locations, he may de- 
duct his expenses for meals and lodging 
while discharging his duties at that 
location which is removed from his 
principal post of duty.’ 

“Accordingly, we are of the opinion 
that the Tax Court was in error in re- 
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jecting the petitioner’s claim for a de- 
duction under Section 22(n) (2) on the 
ground that there was no sufficient re- 
lationship between the expenses in- 
volved and the petitioner’s duties as 
in employee.” 


The “overnight rule” 


“We now consider the following 
question: Should the phrase ‘away from 
home’ be interpreted to mean ‘away 
from home overnight?’ Internal Reve- 
nue Service; Rev. Rul. 55-604, October 
3, 1955, raises some doubt in our mind 
as to whether it is necessary for this 
court to consider the ‘overnight’ issue. 
In adopting the holding in the Sherman 
case, supra, the rule of that case is 
formulated as was stated above. Thus 
it will be seen that there has been no 
attempt to emphasize the ‘overnight’ 
aspect of the case (though that taxpayer 
was in fact away overnight), but in- 
stead the emphasis has been placed 
upon the distances involved. The test 
by its express terms becomes whether 
or not the taxpayer is engaged in busi- 
ness at two ‘widely separated locations’, 
without references to whether or not 
he remained overnight. 

“We will assume, without deciding, 
that ‘overnight’ requirement was in- 
tended to be implicit within this state- 
ment of the holding in the Sherman 
case and that the ‘widely separated 
locations’ test is in addition to the ‘over- 
night’ requirement and not in substi- 
tution therefor. If so, the apparently 
plain meaning of a simple and un- 
ambiguous phrase is transformed 
thereby from ‘while away from home’ 
into something like ‘while far away from 
home overnight.’ 

“It seems to us that such changes 
are more in the nature of legislation 
than interpretation and accordingly go 
beyond the rule-making power of the 
Internal Revenue Service. 

“The only question, as we see it, is 
whether the petitioner can bring him- 
self within the scope of the Sherman 
case. In that case the taxpayer’s busi- 
nesses were “widely separated’ and he 
did in fact remain away overnight. 
However, we believe that these two 
factors are not controlling. In our view, 
taxpayer Sherman is to be regarded 
merely as one example of a man who 
was ‘away from home’; and not as 
representing the absolute and definitive 
minimum limit short of which the 
statutory requirement could not be 
satisfied as a matter of law. 


“We hold that the petitioner Chand- 
ler was clearly. ‘away from home’ in 
the statutory sense when he traveled 
to Boston from his tax home in Attle- 
boro despite the fact that he did not 
remain in Boston overnight.” 


Consider major post, not residence 


You will note that even in the 
language of the Sherman opinion 
quoted by the court there is a reference 
to Sherman’s being away from his 
“residence.” The court disregards that, 
apparently not doubting that it is the 
expenses away from the major post that 
are deductible regardless of where tax- 
payer's residence is. 

The Commissioner made this point 
clear in Rev. Rul. 55-604, which con- 
cerned an employee who was manager 
of a store located about 100 miles away 
from the firm’s headquarters, where he 
had previously been stationed and 
where he maintained a family resid- 
ence. He rented a single room near the 
store and stayed there all week, return- 
ing to his residence for the weekend and 
to be present, as required, at head- 
quarters on Monday. The Service ruled 
that he may deduct the cost of meals 
and lodging at the minor post, head- 
quarters, even though it is his resi- 
dence. In the course of the ruling, the 
Commissioner withdrew his acquies- 
cence in the dictum in Sherman that 
an employee with two posts of duty 
may deduct expenses at the one away 
from his residence. 


The Ford case 

The Fourth Circuit approved the Tax 
Court’s remark that “The job, not the 
taxpayer's pattern of living, must re- 
quire the travel.” 

The Tax Court based its conclusion 
on these facts: 

“Upon accepting employment with 
Rust Co., petitioner agreed that he 
would go to whatever city he was 
assigned. 

“Since petitioner has been a piping 
superintendent, he has been ordered to 
various construction jobs. The first was 
in Gary, Indiana, where he served for 
17 months. 

“It was understood that Rust Co. 
might transfer petitioner from one proj- 
ect to another within its discretion and 
that petitioner should train a supervisor 
to take over petitioner’s duties in the 
event he should be ordered to another 
job. ‘At the end of 1948, Rust Co. ob- 
tained a contract with American Viscose 
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Company to construct a sewage dis- 
posal system and to do other work at the 
plant of American Viscose in Front 
Royal, Virginia. Petitioner began his 
duties in Front Royal on December 20, 
1948. He worked there continuously 
until the early part of 1951. He was told 
by the general superintendent when he 
arrived on the job in December 1948, 
that 12 to 14 months would be required 
to complete the work for American 
Viscose.” ” 


CA-4 approves 

The circuit court simply agreed with 
the Tax Court’s observation: “We 
think it clear that the Tax Court was 
correct, under the principles laid down 
by the Supreme Court in Flowers v. 
Commissioner (326 U.S. 465), in deny- 
ing the deductions claimed. As said in 
that case, ‘Business trips are to be identi- 
fied in relation to business demands and 
the traveler’s headquarters. 
The exigencies of business rather than 
the personal conveniences and necessi- 
ties of the traveler must be the motivat- 
ing factors.’ “The job, not the taxpayer’s 
pattern of living, must require the 
travel.’ ” * 


business 


Avoiding tax hardships on 
employees’ temporary posts 


NOTWITHSTANDING the favorable deci- 
sion for the taxpayer in the Chandler 
case discussed above, a sticky problem 
still exists for employees. Corporation 
personnel departments ought to give 
some thought to this tax problem. When 
an employee is required to work in a 
city other than his home base, he has 
a pretty hard time getting a deduction 
for the cost of travel to and from and 
of his living costs while he’s away. The 
Fourth Circuit has just affirmed this 
position in Herman C. Ford, handed 
down November 3, 1955. 

All cases of this kind, of course, turn 
on the facts. The easy way out would 
be for the corporation to pay the travel 
and living expenses. However, some- 
times this isn’t possible because of 
company policy or some other limiting 
circumstance. It might help, if it could 
be made clear from the context, that 
the assignment was a definitely tempo- 
rary one, in which case the chance of 
getting the deduction would be con- 
siderably improved. So long as it is in- 
definite, the taxpayer is pretty sure to 
be out of luck. In the Ford case, he 
planned to be away for 12 months and 
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ended up by staying more than 2 years. 

If the employer can’t pay the ex- 
penses, it might be good personnel 
practice, keeping the eye on tax con- 
sequences, to make some adjustment in 
compensation, not forgetting the tax 
effects of the employee’s not being 
able to deduct the money he pays out. 


Don’t get sick without 
first seeing your tax man 


Ir 1s A CLICHE that a businessman 
should not make changes in his busi- 
ness without checking the tax effects. 
It is now also true that a patient better 
not follow a doctor’s advice without 
doing likewise! When the doctor says 
“Live where the climate is stable, avoid 
extremes of weather,” don’t assume au- 
tomatically that you can do this on tax- 
free money. 

The Rodgers case, noted below, con- 
cerned sizable amounts. Rodgers was 
asking for about $300 transportation 
costs in each of 1947, 1949, and 1950; 
meals and lodging claims totaled $1,500 
to $2,000 in each year. For 1954 and 
later years, meals and lodging would 
not be allowed even if the travel were 
to alleviate a specific ailment. The Tax 
Court went to some pains to spell out 
what it considers to be the borderline 
between medical and personal expenses: 

“While the cost of travel under some 
circumstances may be deductible as a 
medical expense, ‘it is obvious that 
many expenses are so personal in nature 
that they may only in rare situations lose 
their identity as ordinary personal ex- 
penses and acquire deductibility as 
amounts claimed primarily for the pre- 
vention or alleviation of disease. There- 
fore, it appears that in cases such as the 
one now before us, where the expenses 
sought to be deducted may be either 
medical or personal in nature, the ulti- 
mate determination must be primarily 
one of fact... .’ 

“... Not every expense of eliminating 
an environmental condition which is 
detrimental to the disease or physical 
defect with which the taxpayer is af- 
flicted is deductible. In Samuel Ochs, 17 
TC 130 [Dec. 18,452], aff'd. (CA-2) 
195 F. 2d 692, certiorari denied 344 US 
827, this Court did not allow the deduc- 
tion of the cost of sending the taxpayer’s 
children to boarding school so as to pre- 
vent the recurrence of cancer in the 
mother and to allow the mother to re- 
gain her voice. Similarly, in Frances 
Hoffman, the cost of keeping a son in 
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California was not deductible where the 
climate in New York was uncongenial 
with his impaired heart. 

“In Frances Hoffman, at pp. 1385- 
1386, it was pointed out that ‘One may 
live in such a way during one’s whole 
lifetime so as to prevent the recurrence 
of illness and disease and so as to main- 
tain the best health which is possible 
after some vital organ has become im- 
pared, or one’s health has become less 
than the health of a thoroughly normal 
and well person.’ In those cases . . . it 
may be necessary to live permanently 
in a salubrious climate. If a taxpayer 
lives in a place having such a climate 
throughout the year, the fact that the 
climate is beneficial to his health does 
not make his personal living expenses 
deductible. . . . However, another tax- 
payer may live in a place where, be- 
cause some vital organ has become im- 
paired, the climate during six months 
out of the year is detrimental to his 
health. Perhaps, under some circum- 
stances, the cost of travelling to and 
living in a place having a salubrious cli- 





Expenses at “indefinite” work assign- 
ment not deductible. The taxpayer lived 
in Virginia and worked for a construc- 
tion company. He was moved around 
on various assignments, and the one in 
question lasted {rom December 1948 
until early 1951. He lived at the job 
during the week and returned home on 
week-ends. The Commissioner disal- 
lowed the taxpayer’s lodgings and meals 
at the job. The court agreed, holding 
that the expenses were not required by 
the business but rather by the tax- 
payer’s personal convenience. [Although 
not clearly discussed in the opinion, ap- 
parently the court took the view that 
the assignment was of an “indefinite” 
nature rather than a temporary one, and 
the location of the job was, therefore, 
the taxpayer’s place of business. See 
comment above. Ed.] Ford, CA-4, 
11/3/55. 


Taxpayer with two jobs can deduct 
travel between them. Taxpayer was the 
principal of a Boston high school, and 
also taught in the night division of a 
college in Attleboro 37 miles away. He 
claimed deductions in arriving at 
adjusted gross income for the expenses 
of traveling to and from the college as 
“traveling expenses away from home.” 


New decisions affecting individuals 


mate during those six months would 
be primarily a medical expense. . . . In 
many situations economic necessity 
(such as employment), the amount of 
travel required, the temporary nature 
of the illness, or the like, may make it 
impracticable to move premanently to 
a place having a suitable climate. How- 
ever, under other circumstances, where 
the taxpayer chooses for purely personal 
considerations to travel during a large 
part of the year for the remainder of his 
life rather than to live in a locality hav- 
ing a climate suited to his health 
throughout the year, the cost of travel- 
ling to and living in a salubrious climate 
may be primarily a personal expense. 
While a taxpayer is certainly not re- 
quired to live in a manner leading to 
the fewest tax benefits, we do not 
think, . that Congress intended to 
subsidize the cost of the taxpayer's 
travel and his living expenses in resort 
hotels even though it would be detri- 
mental to his health to remain through- 
out the year in the locality in which he 
chooses to make his home.” w 





The court reversed the Tax Court and 
held that in the case of a taxpayer with 
two places of business, travel between 
them is deductible though the travel is 
not a necessary part of either job. The 
Commissioner’s requirement for an 
overnight stay is not warranted by the 
law. [See comment above. Ed.] Chand- 
ler, CA-1, 11/2/55. 


To avoid underestimation penalty, base 
estimate on total income of prior year. 
Taxpayer had underestimated his 1950 
income-tax liability by more than 20%. 
He claimed that he had computed his 
estimated tax for 1950 upon items of 
1949 income excluding only those which 
he knew would not recur. The 6% pen- 
alty for substantial underestimation was 
imposed; the court held that the 1950 
estimate was not computed on the basis 
of all the facts shown on the 1949 re- 
turn. Steiner, 25 TC No. 6. 


Travel to salubrious climate in summer 
and winter is not medical expense. Tax- 
payer, retired engineer in his 70’s living 
in St. Louis, suffered from generalized 
arteriosclerosis. Having been advised by 
his cardiologist to seek a warm equable 
climate, he made trips with his wife to 
Florida, Arizona, and Wisconsin to 
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avoid the detrimental effect on his 
health of the summer and winter cli- 
mate in St. Louis.. These migrations 
were held to be primarily personal liv- 
ing expenses rather than medical ex- 
penses, as the climate in these places 
did not alleviate taxpayer’s condition 
but was simply less detrimental than 
that in St. Louis. His choice of this 
migratory life over permanent settle- 
ment in a salubrious climate was moti- 
vated by personal considerations includ- 
ing the desire to spend most of the year 
in St. Louis. Trips to Tulsa, Oklahoma, 
by taxpayer and his wife to visit their 
eye doctor were deductible as medical 
expenses. [See comment above. Ed.] 
Rodgers, 25 TC No. 36. 


Meat packer denied deduction for sal- 
aries to widow, bad debts, and legal 
fees re indictment. A meat packing cor- 
poration was denied deductions: (1) for 
amounts paid as “salary” to an officer’s 
widow where she performed no services 
and the payments terminated upon sale 
of her stock; (2) for part of claimed de- 
ductions for additions to a reserve for 
bad debts, because of failure of proof; 
and (3) for attorney’s fees in connection 
with taxpayer’s indictment for violation 
of the price ceiling laws, since such an 
allowance would be against public pol- 
icy. Union Packing Co., TCM 1955-308. 


Farm operation not a hobby. Taxpayers 
incurred losses of about $6,000 a year 
for the three years in question as the 
result of the operation of a farm in 
Georgia. The Commissioner disallowed 
the losses, but the court held that the 
farm was a bonafide business with a 
reasonable expectation of making prof- 
its. No other facts reported. Elsas, DC 
Georgia, 11/16/55. 


Casualty loss and a portion of “business” 
expenses allowed; partial demolition 
costs disallowed. Taxpayers, husband 
and wife, carried on an advertising 
business and dealt in real estate trans- 
actions as partners. They were per- 
mitted to treat as business expenditures 
the cost of a movie projector used 
wholly for the advertising business; half 
of the cost of a TV set; half of club 
dues; and a portion of travel and enter- 
taining expenses. They were also per- 
mitted a $5,000 casualty loss for dam- 
ages to their home resulting from ice 
and snow. However, demolition ex- 
penses and losses in connection with a 
portion of property acquired for rental 


purposes was disallowed in the absence 
of evidence as to the unrecovered basis 
of the part of the house destroyed. 
Jackson, TCM 1955-304. 


Business loss denied for failure of proof. 
Taxpayer was employed as a full-time 
traffic supervisor but engaged in numer- 
ous merchandising activities during his 
free time. His wife kept “household 
books” containing a record of some ot 
the business receipts and expenses. As 
the records were found to be incom- 
plete and inadequate, the Commis- 
sioner’s disallowance of business ex- 
penses in excess of the business receipts 
is upheld. McCartney, TCM 1955-300. 


Can't deduct expenses of campaign to 
legalize betting at dog track. Taxpayer 
incurred expenses in order to persuade 
the voters of a particular jurisdiction 
to vote favorably on permitting pari- 
mutuel betting on licensed dog racing. 
The court held that these expenses 
were not deductible. They were not 
ordinary and necessary expenses in- 
curred in a trade or business, but were 
incurred to gain a possible opportunity 
to do business later. Revere Racing 
Association, DC Mass., 10/25/55. 


Entertainer’s manager can’t deduct pre- 
miums on insurance on their lives. Tax- 
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payer is a manager of artists and enter- 
tainers, compensated by a percentage 
of their gross income. He took out in- 
surance on the entertainers’ lives, to 
protect himself from loss of income in 
case of their death. The premium is 
not deductible, because he did not 
show such an expense is ordinary and 
necessary. [The ruling does not mention 
the well-established principle that the 
beneficiary cannot deduct premiums 
paid. Ed.] Rev. Rul. 55-714. 


State of domicile of traveling engineer 
determines right to file on community 
basis. On the facts taxpayer, an engi- 
neer, was held domiciled in Arizona, a 
community property state, and hence 
entitled to file his returns for 1943-1947 
on a community property basis. Al- 
though he traveled extensively in the 
course of his work, his wife and children 
returned to Arizona in 1936 and there 
was no evidence that any other domicile 
was acquired thereafter and prior to 
1950. A domicile once acquired is pre- 
sumed to continue until it is shown to 
have been changed. Even though a 
single form was filed for taxpayer and 
his wife, it was intended as a separate 
community property return for each 
combined onto one form. Whitmore, 
25 TC No. 41. 
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can tell at a glance: 


head of houshhold. 


tax cost at varying levels of income. 
cost and income brackets. 


with income and marital status. 


and change in marital status. 


brackets and status. 


figures. 





J. K. LASSER’S TAX CALCULATOR 


Having in mind the need of most tax practitioners for a quick 
and easy means of determining tax liability under varying circum- 
stances, the J. K. Lasser Tax Institute has prepared, and now offers 
for sale, a slide-rule type pocket calculator. 


Your federal income tax, joint, single, 


Cost of contributions, in each of these 
three categories, in both before- and after- 


Cost of giving away securities, in various 
Cost of gifts, and manner in which it varies 


Comparative value of tax-exempt in- 
come, showing affect of increase in income 


Net left out of additional $1,000 income, by 


Corporation income tax quick calculator. 


The estate tax using top marital deduction, 
and Cost to estate without marital deduction, 
—combined federal and New York State 


With this device you 


This handy calculator, size 334 x 
814 inches (opens to 714 x 81% 
inches) weighs but a few ounces... 
it contains two slide-rules which 
produce all the figures described 
above. The Calculator is recom- 
mended for quick calculations for 
planning purposes, for discussions 
with clients when it is desired to 
know the tax affect of varying the 
facts in transactions being con- 
sidered. Invaluable also for 
checking the calculation made by 
other means in returns you pre- 
pare. Price:$l each. Satisfaction 
guaranteed. Clip a dollar bill to 
your letterhead, write ‘Lasser 
Calculator’ on it, and mail to 
Box 510, Room 930, 33 W. 42 St., 
New York 36. 
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“‘Split-dollar” insurance gains from new 


ruling; employer & employee get benefits 


W: ARE SEEING new emphasis on 
the “split-dollar” insurance idea for 
increasing tax-free income to employees 
and at the same time giving them insur- 
ance coverage they could not otherwise 
afford. This is of particular importance 
to the employer who wants to make em- 
ployment attractive to his staff, and, 
naturally, to the employee who gets the 
insurance coverage as a kind of bonus. 

The big news is Revenue Ruling 55- 
713 (reported on page 89). Basically, 
the Ruling makes tax-free to the em- 
ployee the premiums paid by employer; 
formerly such payments 
sidered income to employee, hence tax- 
able to him. 


were con- 


How it works 

Here is how “split-dollar” insurance 
works (sometimes it’s called “split-pre- 
mium”). First, the benefits of using the 
plan: (1) it permits employer to put 
what is in effect compensation into the 
hands of his employee at no cost to 
employer, and (2) it permits employee 
to increase his life-insurance coverage 
in a given income situation without sub- 
stantial additional cost. 

The employer and employee enter 
into an agreement that the employee 
will take out insurance on his life. Em- 
ployer agrees to contribute toward the 
annual premium cost an amount equal 
to the yearly increase in cash value of 
the policy. Employee pays the rest of 
the premium. The employee’s contribu- 
tion decreases each year; a point is 
reached where he ceases paying alto- 
gether (see table below). The em 
ployer’s contribution increases each 
year, but at the same rate as the cash 
value increases. A part of the agree 
ment specifies that the company gets 
back an amount equal to the cash sur- 
render value when the employee dies 
his beneficiaries get the rest. 


Tax aspects 


The employer gets no deduction for 
his payments, but then he pays no tax 
when he recovers the cash-surrender 
value. The employee pays no tax on 
employer’s contribution (employer's 
contribution is nothing but an interest- 
free loan; this is the result of Revenue 
Ruling 55-713. 


How the figures work out 


We asked Solomon Huber, the New 
York insurance man, how such a split- 


He sent us these figures he had de- 
veloped; see Figure I. 

Note that these figures in Figure I 

are based on ordinary life. Mr. Huber 
has also figured the same plan with 15- 
pay life, which produces the following 
interesting results: 
(With the 15-pay life plan, the annual 
premium is $4,792; the beginning in- 
surance coverage to employee is $97,- 
346 and at end of 30 years coverage is 
$21,724.): 


For corporation: 


Guaranteed cash value $78,276 
Dividends received by 

corporation _11,681 
Total received by corpo- 

ration $89,957 
Cost to corporation _ 63,574 
Net gain to corporation $26,383 

For employee: 

Net outlay by employee $3,820 
Dividends received by em- 

ployee 6,152 
Gain to employee $2,332 


All of the foregoing figures are based 
on interest rates encountered in 1955, 
and are not to be taken as a guarantee 
















































dollar program would work in practice. of performance in any future year. * 
FIGURE I: SPLIT-DOLLAR PLAN—ORDINARY LIFE INSURANCE 
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compensation decisions this month 





Capital gain on payments from pension 
fund of liquidating company despite 
employment by successor. Taxpayers 
were employees of a corporation which 
transferred all of its assets to a suc- 
cessor in exchange for stock, and then 
liquidated. The corporation had an Em- 
ployees’ Retirement Fund, exempt un- 
der Section 165 of the 1939 Code, which 
it decided to terminate at the same 
time. The taxpayers received their dis- 
tributions from the fund in a lump sum. 
They contended that the amounts re- 
ceived were taxable only as long-term 
capital gain, despite the fact that they 
continued on their jobs as employees 
of the successor corporation. The Tax 
Court agreed with the taxpayers, hold- 
ing that they received their distribu- 
tions in one taxable year on account of 
their separation from the service of the 
dissolved corporation. On appeal, this 
decision was upheld. Miller Criste, 
Cortese (three cases), CA-6, 10/18/55. 


Pension plan negotiated under 5-year 
union contract is permanent. A trusteed 
pension plan was established under a 
union contract which required that the 
plan be maintained without change for 
five years and that it might be modified 
in accordance with the terms of a con- 
tract then to be negotiated. The Service 
holds that since the plan itself does not 
provide for cessation at the end of a 
stated time, it is intended to be a con- 
tinuing and permanent program and 
qualifies under Section 165(a) of the 
1939 Code. The pension plan does pro- 
vide for a definite benefit; it requires 
a fixed rate of contributions; the plan 
also provides for fixed benefits and the 
adequacy of the contribution to provide 
the fixed benefit is certified by the em- 
ployer. Rev. Rul. 55-681. 


Pension plan will not qualify without 
eligible employees. A parent corpora- 
tion has a pension plan in effect for 
its employees which may also be 
adopted by any subsidiary. The Service 
holds that a subsidiary cannot adopt the 
plan for its employees when the subsid- 
iary has no employees eligible for par- 
ticipation. A plan once qualified will 
lose its qualification when the employer 
ceases to have any employees active or 
retired who are actually covered by the 


plan. A corporation may complete the 
funding of prior service benefits for one 
of its former employees who has trans- 
ferred to employment by an affiliated 
employer. Rev. Rul. 55-629. 


Pension plan contribution may now be 
made up to due date of return regard- 
less of plan provisions. Under the 1954 
Code, an employer using the accrual 
method of accounting makes a timely 
contribution to a qualified pension plan 
or trust if payment is made before the 
due date of the return. The payment is 
timely even though the plan itself re- 
quires payment not later than sixty days 
after the close of the year and the due 
date of the return is extended beyond 
that date. This 60-day provision was in 
conformity with the old law and the 
policy of the Service is to approve ac- 
tion in conformity with the liberalized 
new law. The Service recommends that 
in the interest of consistency the plan 
be amended. Rev. Rul. 55-670. 


Executive retiring just prior to vesting 
of pension rights received voluntary 
payment as ordinary income. Taxpayer 
resigned just prior to the expiration of 
the initial five-year period under a pen- 
sion plan during which rights were for- 
feitable. The minutes of the Board of 
Directors stated that there was no ob- 
ligation to make any payment, but that 
it had been understood he would re- 
ceive the cash surrender value of in- 
surance policies on his life held by the 
fund. The taxpayer claimed the pay- 
ment was a gift. The Tax Court said it 
was obvious the corporation felt it had 
a moral obligation; the payment was 
not a gift. This court affirms. Beggy, 
CA-3, 11/3/55. 


Executor can’t split ordinary and extra 
services for Section 107 purposes; law- 
yer can separate fee of executor and 
estate. Section 107 of the 1939 Code 
(present Section 1301) permits “spread- 
back” relief if at least 80% of the total 
compensation for personal services cov- 
ering a period of at least 36 months is 
received in one year. Chase, an executor 
of an estate, engaged Irving, an at- 
torney, to litigate for possession of cer- 
tain property. For such extraordinary 
services Chase, as executor, received 
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$20,000 over and above the regular 
statutory commissions. Irving received 
$40,000 and shortly thereafter became 
attorney for the estate. Both the $20,- 
000 and $40,000 payments were less 
than 80% of the total compensation 
received by each from the estate. The 
court held Section 107 relief was not 
applicable to Chase since all of his es- 
tate compensation was for unitary serv- 
ices as executor and he failed to meet 
the 80% test in the taxable year. Irving, 
however, did qualify with reference to 
the $40,000 fee. His services as attorney 
for Chase was independent and divis- 
ible from his later services rendered as 
attorney for the estate. Irving, 25 TC 
No. 50. 


Checks are income when received 
though bank restricts balance till col- 
lection. Taxpayer was a Chicago at- 
torney representing several insurance 
companies in actions against them by 
the City of Chicago. He maintained that 
each one of the surety companies was 
a separate case, and in each case he had 
received at least 80% of his fee in 1947. 
Therefore, he claimed, he was entitled 
to the benefits of Section 107 of the 
1939 Code. As a matter of fact, some 
of the surety companies had delivered 
to the taxpayer on December 31, 1946, 
checks which, if taxable in 1946, would 
bring the 1947 income under 80%. The 
taxpayer claimed that these instruments 
were not income in 1946, because al- 
though he deposited them in 1946 the 
credit to his account was conditional 
and the funds were not subject to with- 
drawal until actually collected. The 
court held that the instruments were 
taxable in 1946 at their fair market 
value when received. It also held, how- 
ever, that each client was separate for 
Section 107 purposes, and the taxpayer 
was entitled to the relief with respect 
to those surety companies which had 
not paid him at the end of 1946. Dent 
Estate, DC Illinois, 11/2/55. 


Amounts withheld by VA from retire- 
ment pay may qualify as “back pay.” 
Amounts withheld from the taxable re- 
tirement pay, pensions, or compensa- 
tion of veterans receiving care by the 
Veterans Administration, and subse- 
quently paid over in a lump-sum pay- 
ment, may be taxable as “back pay.” 
If the amount received in the taxable 
year exceeds 15% of the recipient's 
gross income for such year the “back 
pay” will qualify for the special tax 
treatment. Rev. Rul. 55-628. 
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New review of Canadian taxation 


released by Canadian Tax Foundation 


WITH THE STEADY increase of American 
investment in Canada, professional tax 
men in the U.S. are growing more con- 
scious of the intricacies of Canadian 
taxation—especially those aspects which 
offer U.S. investors some beneficial 
tax treatment. So important is this 
Canadian tax picture to many Ameri- 
cans that we invite attention to a new 
study*® by J. Harvey Perry, director 
of the Canadian Tax Foundation. With- 
out attempting to get into the techni- 
cal substance of the 2-volume work, 
we can give you good intimations of its 
usefulness to U.S. tax men by quoting 
here the author’s prologue and epi- 
logue: 

“The Canadian story of taxation be- 
gins about 1650. The book to some ex- 
tent covers this whole period, but for 
the most part is concentrated on the 
developments since union in 1867. It is 
essentially a history of taxation at the 
three levels of government in Canada— 
federal, provincial, and municipal—and 
of the financial interrelations between 
those levels. 

“Three main divisions of subject- 
matter will be apparent. The first three 
chapters describe the union in 1867, 
with particular emphasis on the finan- 
cial terms and the settlement of tax 
sources. The other two divisions de- 
scribe subsequent event in two major 
aspects of the 1867 settlement. The 
larger of these, comprising nearly three 
quarters of the book, traces the charac- 
ter and growth of taxation at all three 
levels of government from union to 
the present day. The smaller, made up 
of the final three chapters, outlines de- 
velopments since 1867 in the other 
major aspect of the union’s financial] 
arrangements—the intergovernmental 
subsidies. 

“Within these broad divisions the 
subject has been divided into more or 


less well-defined time periods. These 
reflect such major changes as depres- 
sion, prosperity, and war, a_ cycle 
which, with minor variation, events 
have frequently followed in Canada. 
At the cost of some slight loss of con- 
tinuity, each such epoch has _ been 
treated as a unit and developments at 
all three levels of government within 
that epoch have been dealt with con- 
currently, sometimes separately and 
sometimes jointly, depending on the 
circumstances. However, any reader 
wishing to follow through the continu- 
ous development of say, the municipal 
tax field, may do so by reading in series 
only those chapters relating to that 
subject, and similarly with the other 
two tax fields. The reader should also 
bear in mind that while a great deal of 
factual information is given in each 
chapter, the chronological survey and 
the statistical tables in the Appendix 
contain a considerable amount of data 
on subjects which in some cases are 
only touched upon in the text.” 


The current picture 


“If the exact shape of events is ob- 
scure, it should at least be possible to 
give some general idea of the setting in 
which they will work themselves out. 

“Will the cessation of the postwar 
upward movement of prices and _ in- 
comes reveal that the bad effects of 
high taxes have previously been glossed 
over by inflation, and that only more 
inflation or lower rates will provide a 
remedy? Has the time arrived for a 
deliberate programme of tax reductions 
and deficit financing to stimulate lag- 
ging business conditions? What are the 
prospects for some new welfare pro- 
gramme, such as a health insurance 
scheme for the country, which would 
add several hundred millions to the 
federal budget? 


“The outlook is serious enough, but 
perhaps not quite as black as these 
questions, so badly posed, would sug- 
gest. Resting on a gross national prod- 
uct of about $24 billion this tax load is 
much more of a burden than it would 
be if the gross national product were, 
say, $30 billion. There is a fair prospect 
that this figure might be reached over 
a decade, so that the load will gradu- 
ally lighten over the long run, assum- 
ing that no large-scale warfare inter- 
vened. Furthermore there is still evi- 
dence of economic growth on every 
hand at the beginning of 1955, despite 
gloomy prognostications, and a younger 
generation of businessmen who have 
known nothing but the present level of 
taxation seem as eager to go ahead as 
their forefathers ever were. Much 
sorrow is also being salved by the bene- 
ficient influences of tax-free capital 
gains for the upper classes and family 
allowances and old age pensions for 
the masses. What is most important of 
all is that the role Canada has adopted 
in the cold war defence programme is 
unquestioned by the taxpayers, who are 
meeting the heavy burden it imposes 
in reasonably good spirit. Certainly 
there is no cause for complacency, but 
there seem grounds for reasonable hope 
that the country will survive its ordeal.” 


Intergovernmental relations 


“In this phase of Canadian federal 
finance, whose turbulent career has 
been traced in earlier chapters, all is 
in flux and confusion at the beginning 
of 1955. The tax rental agreement de- 
vice, which in federal-provincial rela- 
tions bridged the gap for the war and 
postwar years, is being challenged on 
all sides. New men, both in Ottawa and 
in many provincial capitals, who haa 
no active part in the negotiation of the 
present arrangements, are questioning 
their value. There is much talk of more 
autonomy for provincial governments 
in the levying of taxes, but at the same 
time there is talk of more money for 
the provinces too, and there is only one 
place the money can come from—the 
federal government. For its part the 
federal government seems to have be- 
come restive under the yoke of the 
agreements, which saddle it with both 
heavy expenditures for general grants 
and heavy responsibilities for over-all 
tax policy, despite which the provinces 
continually press for other assistance 
° Taxes, Tariffs, & Subsidies: A history of Cana- 


dian fiscal development, by J. Harvey Perry (2 
volumes, $25. University of Toronto Press, 1955.) 
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with specific functions—roads, educa- 
tion, health, welfare, and so on. Some 
part of this restiveness grew out of an 
understandable desire to let the prov- 
inces stand on their own feet to test 
their manliness, and about as much 
again out of a lessening of enthusiasm 
for the role of ‘great centralizer’ volun- 
tarily assumed after World War II. In 
this atmosphere the meetings which 
Mr. St. Laurent has invited provincial 
premiers to attend in 1955 might well 
mean the end of the tax agreements. 
The Province of Quebec of course will 
in any event be guided by its own view 
of its own destiny, so that any solution 
that is adopted will have to take into 
account at least one province that is 
unwilling to enter into any form of 
agreement with the national govern- 
ment, and there will probably be more. 
As always the solution will have to con- 
tain as one of its ingredients some form 
of payments to the less prosperous 
provinces, the historical imperative of 
federal financial relations in Canada. 
In short it begins to look as though the 
wheel is spinning once again, undoubt- 
edly to stop at some position of com- 
promise which will please no one but 
which the majority will accept in order 
to get on in relative peace with the 
important matter of governing the coun- 
try. 

“In the area of provincial-munici- 
pal relations major changes will un- 
doubtedly continue to take place. It is 
becoming increasingly evident that the 
property tax (even if greatly improved) 
will not in the future be adequate to 
finance the demands on municipalities 
for education, streets, and a multitude 
of other services. Already large grants 
are being made by provincial govern- 
ments for these purposes. Undoubtedly 
the amounts of these grants will con- 
tinue to grow, and there may also be 
some transfer of functions from munici- 
pality to province.” 


HR 7725 includes new 
definition of foreign income 


A NEW DEFINITION of business income 
from foreign sources is included among 
the provisions of HR 7725, introduced 
at the end of the last session of Congress 
and expected to come up for discussion 
in the current session. The bill aims to 
carry out President Eisenhower's recom- 
mendations that business income from 
abroad be taxed at 14 percentage points 


below the rate applicable to domestic 
business income, and that taxation of 
the income of foreign branches be de- 
ferred until it is brought into the United 
States. 

HR 8300 would have carried out 
those recommendations when that bill 
was passed by the House, but the Senate 
Finance Committee killed them because 
it was not satisfied with this very ques- 
tion—the definition of foreign income. 

The proposed new legislation says 
that income is foreign if (1) at least 
95% comes from sources outside the 
U.S. other than a U.S. possession, (2) 
at least 90% comes from the active con- 
duct of a trade or business, (3) not 
more than 10% comes from the sale of 
goods manufactured in a foreign coun- 
try, if manufactured for ultimate use 
in the U.S., and (4) it does not come 
to any extent from the sale or rental 
of goods other than those produced (as 
defined in Section 864) in a foreign 
country by such foreign corporation by 
an affiliate corporation. 

HR 7725 was drafted by the Treas- 
ury, submitted to Congress by Rep. 
Jere Cooper, chairman of the House 
Ways and Means Committee. ve 


Mexico grants tax 
concessions to encourage 
industrial development 


THE MEXICAN GOVERNMENT has passed 
a law which makes possible income-tax 
exemptions up to 40% for new and 
basic industries. Aimed particularly at 
encouraging the investment of foreign 
capital, the law provides for two classi- 
fications of industry which may qualify 
for the special concessions: (1) “new” 
industries, which involve the manufac- 
ture of merchandise not now produced 
in the country and not intended to re- 
place any which is; and (2) “necessary” 
industries, manufacturing goods already 
being produced in Mexico but in in- 
sufficient quantity. Export industries 
may also qualify for tax exemption. 

In order to get the exemptions and 
reductions, a company must file an ap- 
plication with the Ministry of Economy 
containing information which will show 
the economic possibility of the pro- 
posed enterprise, along with any other 
information required by the relevant 
regulations. 

The benefits available under the new 
law include reduction of, or total ex- 
emption from, import duties, export 
duties, stamp taxes, the federal gross 
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receipts tax, up to 40% reduction of the 
normal income tax on industrial prod- 
ucts. These concessions will be granted 
for periods ranging from five to 10 
years, depending on the nature of the 
industry. w 


Foreign aspects of taxation * 


Japan’s tax on foreigners 
goes up, but not much 


THE JAPANESE tax law which exempted 
foreigners from the heavy Japanese 
taxes and gave them a lighter schedule 
has run out (December 31, 1955). 
Americans will be covered by the higher 
regular Japanese rate. But the govern- 
ment has already taken one step to 
make the burden lighter, by allowing a 
50% tax-free allowance to foreigners 
who fall in a certain category. By inter- 
preting who shall get the 50% allow- 
ance, Japan could ease the tax burden 
for Americans without actually chang- 
ing the law. vr 


Note to Canadian investors 


RECOMMENDED reading for the tax ad- 
viser to a United States client in Canada 
or a Canadian client investing in the 
United States: Canadian Taxation and 
Foreign Investment by Jean Boyer de 
la Giroday, an analysis of the tax fac- 
tors in foreign investment in Canada 
and Canadian investment abroad 
(Canadian Tax Foundation, 191 Col- 
lege Street, Toronto 2 B, Ontario, $1.50, 
100 pages). w 


SHORTER NOTES 


Greek Taxation.—The Bulletin for In- 
ternational Fiscal Documentation is 
running in installments a description of 
the tax system of Greece, by George A. 
Nezis. Parts 1 and 2 appear in Vol. IX, 
No. 1-2, p. 1 and No. 3, p. 129. 


Comparative Accounting.—“Differences 
in British and United States Auditing 
Practice,” by Stanley A. Senn, compares 
the current auditing practices of British 
and American accountants in the Sep- 
tember, 1955 issue (p. 57) of The Jour- 
nal of Accountancy. 


Tax Conventions with Italy.—Mitchell 
B. Carroll reviews the conventions 
signed by the United States and Italy 
last March from the viewpoint of 
United States corporations deriving in- 
come from Italy, in the September is- 
sue of Taxes. 
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NEW DEVELOPMENTS IN 


Excise taxes 


OF GENERAL INTEREST 


1956 


Prospects for improvement in 


administration of excise taxes: Forand 


Committee hearings resumed 


by SIGURD TRANMAL 


Payers of excise taxes—and this includes manufacturers, distributors, and consumers 


—show considerable dissatisfaction with present administration of the excise pro- 


gram. Congressman Forand is trying to determine what ought to be done. This 


article outlines the principal sore spots, and summarizes the recommendations pre- 


sented to Mr. Forand during his committee’s recent hearings in Washington 


{ ienegpe who pay federal excise 
- taxes—and there are more such tax- 
payers than most people realize—are 
looking to the study recently completed 
by the Forand Committee to spark a 
much-needed revision of excise-tax ad- 
ministration. We this for 
improvement as being directed toward 


see desire 


eight major problems. They are: 


1. Exemptions of particular articles 
2. Classilication of items into one or an- 
other of two or more categories which 
may be subject to different tax rates 
3. Distinction between manufacture and 
repair 
4. Determination of who is the manu- 
facturer in a series of operations 
5. Determination of the proper excise 
tax base 
6. Treatment of taxable items incorpo- 
rated into other items 
7. Problems of refunds, credits, or ex- 
emptions, of items destined for tax 
exempt uses 
8. Problems of collection 
The Forand Committee, technically 
known as the House Ways and Means 
Subcommittee on Excise Tax Technical 
and Administrative Problems, began 
public hearings on October 4, 1955. 
Eight days of hearings produced 636 
closely-printed pages of testimony. [The 
Committee resumed on 
January 10 (after this issue of THE 
JouRNAL OF TAXATION went to press) 


its hearings 


to receive recommendations from the 
Internal Revenue Service as to what 
should be done about the excise tax 
situation. Comment on these later hear- 


ings will appear in a future issue. Ed.] 

Undoubtedly a large number of 
changes will be made, but whether they 
will have the effect of a complete over- 
haul of the excise tax structure is still 
a question. 

1. Four usual bases for asking relief. 
Relief in the form of exemptions of par- 
ticular articles invariably has an ad- 
verse effect on the revenues and usually 
leads to requests for more relief in al- 
most a chain reaction. The reasons us- 
ually advanced for exemptions are four- 
fold: 

a. Exemptions may be proposed on 
the grounds that tax relief would have 
desirable social effects in certain cases 
such as in the case of admissions to cul- 
tural or educational activities. 

b. A need is expressed for relief in 
competing activities or industries. 

c. Relief is requested to alleviate a 
state of distress in a particular indus- 
try. The distress may be either tempo- 
rary or it may have arisen from long- 
term secular changes in the demands for 
particular products. 

d. Relief is sometimes requested for 
the alleged reasons that the revenue is 
so small that it does not justify the bur- 
dens of collection. 

2. The classification problem. The 
next that of the 
classification of items into one or another 
of two or more categories—sometimes 


category—namely, 


requires more than the wisdom of Solo- 
mon. For example, should jewelry of a 
religious nature be exempt because it 
is used for religious purposes or should 
it be taxed because it is ornamental? 
These problems are by no means few 
in number. 

8. Manufacture or repair? The dis- 
tinction between manufacture and re- 
pair is important in the application of 
the manufacturers’ excise tax but it is 
not always an easy one to make. This 
problem is particularly important in the 
automobile industry. A rebuilt automo- 
bile engine less trade-in allowance is 
taxable but in the case of repairs, the 
tax applies only to the taxable parts 
used. 

4. Who is the manufacturer? Another 
problem involves the determination of 
who is the manufacturer. Sometimes a 
number of separate and independent 
companies perform one or more opera- 
tions in the production of a single ar- 
ticle. At what point in the series of 
operations does the product become a 
taxable article? 

5. What is proper base? A somewhat 
similar problem involves the determina- 
tion of the proper excise tax base. A 
number of manufacturers’ excise taxes 
are based on sales prices. The manu- 
facturers who sell to distributors have 
a relatively low tax base; whereas those 
which also serve as their own distribv- 
tors have a higher sales price as the t 
base. Some manufacturers have inco;- 
porated sales subsidiaries to perform the 
distribution function in order to avail 
themselves of the tax savings that re- 
sult from taxing the sales at the manu- 
facturer’s price level rather than at the 
distributors’ level. 

6. Incorporated items. The treatment 
of taxable items incorporated into other 
items also involves difficult determina- 
tions. A question often arises as to 
whether a taxed item loses its identity 
when it is incorporated into other ar- 
ticles and thus becomes nontaxable as 
an individual item. Should tires and 
radios which in themselves are taxable 


articles become nontaxable when used ' 


in the manufacture of a taxable auto- 
mobile? 

7. Refunds and credits. The prob- 
lems of establishing techniques for re- 
funds, credits, or exemptions of items 
destined for tax exempt uses are diff- 
cult in many respects. The Internal 
Revenue Service has had a very real 
problem in protecting the government 
against unauthorized relief without im- 
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posing unduly heavy administrative bur- 
dens on those seeking relief. 

8. Collections. In the matter of col- 
lections, for example, the Internal Reve- 
nue Service sought to provide relief for 
both the government and taxpayers by 
switching from monthly to quarterly re- 
turns. The quarterly return (Form 720) 
was designed to provide additional in- 
formation in order to enable the Service 
to more adequately administer the law. 
A large number of taxpayers complained 
that the additional information was too 
burdensome to supply; whereupon the 
Service suspended the full application 
of the new requirements until the situa- 
tion could be more fully explored. The 
problem has not yet been resolved. 


Taxpayers’ problems 

The problems of taxpayers in many 
respects parallel those of the govern- 
ment. Just as it is difficult for the 
government to designate clearly, briefly, 
and precisely the items to be taxed, so 
is it difficult for the taxpayer to deter- 
mine the items to which the tax applies. 
In like manner, but in opposite direc- 
tions, the government’s desires to pro- 
vide and protect tax revenues negate 
the taxpayers’ efforts to get tax relief. 


Retail excise taxes 
Taxpayers’ problems in administering 
the retailers’ excise tax generally involve 
cemptions, definitions of taxable and 
sontaxable articles, and a determination 
of the sales price to which the tax ap- 
plies. It is also difficult for most retailers 
to accumulate correctly the amount of 
taxes to be paid as many articles sold 
by the same store, indeed the same de- 
partment, may be taxable while others 
are not. In many cases, the same sales 
transaction involves both taxable and 
nontaxable articles. 

Exemptions for sales to state and local 
governments are provided by Section 
4224.° The administrative requirements 
of obtaining such relief may be quite 
burdensome. This is particularly true in 
the case of articles sold to state or local 
governments by someone other than the 
Depending the 
facts of the particular sale, it is some- 
times necessary to trace the article back 
through a series of intervening sales 


manufacturer. upon 


transactions to establish the necessary 
facts for relief. 

Perhaps the most difficult problem is 
the determination of which articles are 


° All section references in this article refer to 
sections of the Internal Revenue Code of 1954. 


taxed and which are not. One witness 
testified that as to fitted traveling cases, 
the tax applies to the case and not to 
the fittings; and as to pullman slippers 
the tax applies to the leather envelope, 
providing it has a firm closure, and not 
to the slippers. In the case of such com- 
bination articles, how much of the sales 
price should be taxed? Many equally 
difficult situations were cited. 

Witnesses also requested that all rul- 
ings with respect to retail excises be 
published. The objective of making the 
information in the rulings available to 
all interested taxpayers is, of course, 
entirely sound; but it could result in 
such a great volume of reading matter 
as to be impracticable. 

Even though the tax policy were 
clearly understood, the application of 
it in specific cases could well be in 
doubt. Finished stones, precious stones, 
and semiprecious stones, are taxable as 
jewelry; but there is no clear distinc- 
tion between the taxable semiprecious 
stones and mineral substances of a kind 
or quality unsuitable for jewelry. 

Unfair competition in favor of for- 
eign concerns in the case of imports was 
also alleged by one witness. Danish 
silversmiths, for example, receive orders 
through agents resident in the United 
States. Shipments are made direct to the 
customer at Danish retail prices. The 
customer pays the postage and insur- 
The Internal Revenue Service 
agrees that the excise tax does not apply 
in such a situation, but sales of similar 
articles by domestic firms are taxable. 


ance. 


Manufacturers’ excise taxes 
Manufacturers testifying before the 

Forand Committee presented seven 

basic problems on which they recom- 

mended improvement in excise admin- 

istration: 

. Exemptions 

. Identification of taxable articles 

Definition of manufacture 

. Basis of the tax 

. Inequities 


. Credits and refunds 
. Review of rulings and assessments 


e NOUupwmre 


Exemptions. A common complaint 
was that the prescribed procedures re- 
lating to exemptions are too varied and 
cumbersome. The Regulations provide 
for several different kinds of exemption 
certificates depending, for example, on 
whether the articles are intended for 
further manufacture, for export, for sale 
to state or local governments, or for sale 
to religious or charitable institutions. 
Much greater uniformity is recom- 
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mended. One suggestion offered was 
that an exemption identification code 
for use on purchase and sales docu- 
ments be adopted in lieu of exemption 
certificates. This system would function 
much as the war-time priorities system. 

2. Identification. The identification 
of taxable articles is one of the onerous 
problems of manufacturers. In the re- 
frigerator field, Section 4111 imposes a 
tax of 5% on certain refrigerator com- 
ponents defined in Section 4112 as in- 
cluding certain specified parts for or 
“suitable for use as parts of or with 
household-type refrigerators or quick- 
freeze units.” The witness who testified 
relative to this problem stated that the 
difficulty of determining precisely which 
parts are taxable under this definition 
places a most difficult administrative 
burden on both the Internal Revenue 
Service and the manufacturer. 

Similar identification problems arise 
as to components in the radio, televi- 
sion, and phonograph field. Taxpayers 
contend that such components are tax- 
able under the provisions of Section 
4141 and 4142 only if they are suitable 
for use on or in connection with enter- 
tainment type equipment. The Internal 
Revenue Service has not conceded that 
the entertainment limitation applies. 

3. Who is the manufacturer? The 
question of who is a manufacturer not 
only involves which of a series of par- 
ties to a series of operations is the manu- 
facturer liable for the tax but also in 
some cases whether or not a tax applies 
at all. This is particularly true in the 
automotive field where the distinction 
between rebuilding, reconditioning, and 
repairing are important. The Internal 
Revenue Service in Revenue Ruling 54- 
329, published August 16, 1954, de- 
fined taxable “manufacture” as includ- 
ing “rebuilding” but excluding “recon- 
ditioning” and “repairing.” 

4. Tax base. The basis of the tax was 
commented upon by a number of wit- 


Excise taxes * 


[Mr. Tranmal is tax manager of Strom- 
berg-Carlson, a Division of General Dy- 
namics Corporation. He is also a mem- 
ber of the Controllers Institute of Amer- 
ica, vice president of the Rochester 
(N.Y.) Chapter of the Tax Executives 
Institute Inc., a member of the Tax 
Committee of the Radio-Electronics- 
Television Manufacturers Association, 
and a member and former Director of 
the Rochester (N.Y.) Chapter of the 
National Association of Cost Account- 
ants.] 
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nesses. Attention was drawn to the fact 
that the tax on rental income from the 
lease of taxable articles could exceed the 
tax on the sales value of the article. 

As a matter of fact, the tax on iden- 
tical articles leased for identical amounts 
could be different depending upon 
whether they were leased by the manu- 
facturer or by someone else. If the 
manufacturer leased them, the tax 
would be measured by his rental in- 
come; but if he sold them to someone 
else for lease, the tax would be meas- 
ured by the manufacturer’s sales price, 
in which the rental payments 
would not be taxed at all. 

In the automobile 
rentals a ceiling has been placed on the 
tax so that the total tax collected on the 
rentals shall not exceed the tax on the 
sales price if the trailer had been sold. 
It would seem that this ceiling should 
apply to all taxable articles. 


case 


case of trailer 


February 1956 


Another situation which would seem 
to call for attention involves greater 
uniformity of the tax base with respect 
to sales at different levels..of distribu- 
tion. Section 4216(b) permits the In- 
ternal Revenue Service to set a fair 
manufacturer’s tax in the case of sales 
by the manufacturer directly at retail, 
but no adjustment is permitted if the 
manufacturer sells at the distribution 
level. Some witnesses recommended that 
the price at the first level of sale be the 
tax base. 

5. Inequities. In the area of inequi- 
ties, several witnesses commented upon 
the fact that re-refined oil is not subject 
to tax and that it thus enjoys a com- 
petitive advantage over new oil which 
is taxed. 

Another witness testified that Sec- 
tion 6416(b)(F) grants an exemption 
to repair parts in farm equipment but 
that the administrative requirements 





ALTHOUGH EXCISE TAXES have been 
imposed for generations there has 
been no appreciable change in this 
particular tax law since 1932, at 
which time a number of revisions 
were made. It is true, of course, 
that the law has been amended at 
various times since then, but there 
has been no substantial overhaul 
such as in the case of the income 
tax law which was very compre- 
hensively revised by the enactment 
of the Internal Revenue Code of 
1954. 

Besides the difficulty of resolv- 
ing some of the technical and ad- 
ministrative problems, which arises 
from the very nature of the prob- 
lems themselves, any contemplated 
changes must be considered with 
extreme care because of the adverse 
effect they may have on the tax 
revenues of the government or on 
the income and competitive situa- 
tion of taxpayers. 

During the fiscal year ended 
June 30, 1955, excise taxes repre- 
sented about 14 per cent of the 
entire tax revenue of the federal 
government. The total tax revenue 
for the year in billions of dollars by 
major categories was as follows: 


Individual and employment 
taxes 

Corporate income and profits 
taxes 


$37.9 





THE PART OF EXCISE TAXES IN TOTAL TAX PICTURE 


Excise taxes 9.2 
Estate and gift taxes 0.9 
Total $66.3 


Since this discussion concerns only 
excise taxes, it may be of interest 
to note that the excise revenues in 
terms of billions of dollars were ob- 
tained from the following sources: 


$0.3 


Retailers’ excise taxes 


Manufacturers’ excise taxes 2.9 
Alcohol taxes Oy | 
Tobacco taxes 1.6 
Stamp taxes on documents 

aa playing cards 0.1 
Miscellaneous excise taxes io 
Unclassified deposits 0.1 

Total $9.2 


These excises were derived from 
about 75 classes of articles, com- 
modities, transactions, facilities, or 
services. Undoubtedly they in- 
volved taxable transactions num- 
bered in the billions. These rev- 
enues were only slightly less than 
the 1954 total sales of $9.8 billions 
of the largest industrial corporation 
in the United States. 

Thus it would appear both from 
the public interest in the hearings 
and from the revenues involved, 
that the seven-member subcommit- 
tee headed by Chairman Aime J. 
Forand of Rhode Island has one of 
the top ranking assignments for the 
development of remedial legisla- 





tion for adoption by the eighty- 
fourth Congress. 





imposed as a condition precedent to the 
refund or credit are such as to effec- 
tively deny relief. The witness sug- 
gested an outright exemption for such 
parts sold by a manufacturer of farm 
equipment, but another witness testi- 
fied that this would result in unfair dis- 
crimination against other manufacturers 
of identical parts and create a worse 
situation. 

6. Credits and refunds. Particular ob- 
jection was raised against the require- 
ment in Section 6416 which requires 
that a manufacturer, in order to pursue 
a claim for refund in the courts, must 
show that he has not passed the tax 
on to the ultimate consumer. This is 
often a requirement that cannot be met 
irrespective of the true situation because 
the truth is not susceptible of proof. 

7. Review and appeal. If a taxpayer 
disagrees with a ruling issued by the 
Internal Revenue Service there is no 
higher level to which he can appeal for 
review without paying the tax. In this 
area, the recommendations would pro- 
vide for a board of review or court to 
review excise tax rulings and proposed 
assessments in a manner similar to that 
provided by the United States tax court 
in case of income tax deficiencies. 


Admissions, communications, and 
Transportation 


The testimony relative to admissions 
taxes concerns primarily discrimination. 
One witness objected to the exemption 
granted in 1951 to municipal swimming 
pools and skating rinks unless the same 
exemption is granted similar privately 
operated facilities. Furthermore, if the 
tax is to be continued, it is contended 
that other sports such as golf, tennis, 
bowling, and horseback riding should 
also be taxed. 

The 20% cabaret tax is 
popular. There is no tax on instrumental 
music, but if pantomime is provided 
with it, the tax applies. Many problems 
arise as to whether the tax applies in 
case food is served in connection with 
entertainment or entertainment is pro- 
vided in a related room. 

In the area of communications taxes. 
it is alleged that the exemption granted 
by Section 4252(a) to charges paid for 
by subscribers discriminates against fa- 
cilities and services provided by a tele- 
graph company. 


not very 


y 
A housemover objects to the tax on 


moving telephone and electric wires as 
he feels that several competitors are 
not paying the tax. 
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Documentary stamp taxes 

[here is a question as to whether 
documentary stamp taxes apply in the 
case of adjustments of partnership in- 
terests by death, withdrawal, or the ad- 
mission of new partners. The answer 
depends upon state law. Spokesmen for 
the American Bar Association recom- 
mend that such adjustments be free of 
the stamp tax. 

In the case of mergers whereby the 
stock of the acquiring corporation is 
issued directly to the shareholders of 
the absorbed corporation, the Treasury 
Department has taken the stand that 
stamp taxes apply under Section 4321 
upon the right to the transfer and stamp 
taxes apply under Section 4301 to the 
actual transfer. It is recommended that 
the tax on the right to transfer be re- 
moved so as to eliminate the duplicate 
taxation. 

The stamp taxes imposed under these 
two sections are different on no par 
from the taxes on par value stock. There 
is some reason to believe that this has 
led to the issuance of stock at extremely 
low par values. Recommendations were 
made to remove the distinction and to 
conform the tax to the New York state 
which does not make such a 
distinction. 


system 


Excises on wagering devices 

are taxed at 
$10 per year and slot machines at $250 
per year. One witness testified that the 
Internal Revenue Service had sought 
to apply the higher tax on pinball and 
other amusement machines because a 
prize was awarded for skillful play or 
that unused free games were redeemed 
in cash. He felt this interpretation was 
not warranted by the statute and re- 
quested clarifying legislation. 

Another witness requested that the 
exemption for bowling alleys closed in 
July and August be extended to apply 
on a pro rata basis to alleys closed in 
Still witness 
sought relief from the coin-operated- 
machine tax for months in which his 
arcade was closed. 


Amusement machines 


other months. another 


Distilled spirits, beer, and wine 


Under present law and for many 
years past, the rate of drawback for 
alcohol the manufacture or 
production of medicines or flavoring 
extracts unsuitable for beverage pur- 
poses has been fixed at a_ specified 
amount which has consistently been 
one dollar under the alcohol tax. The 


used in 


net effect resulted in a tax of one 
dollar per gallon for alcohol used for 
these non-beverage purposes. 

It was recommended that the tax 
on such non-beverage alcohol be di- 
rectly fixed at one dollar per gallon so 
as to eliminate the possibility of a 
different net tax which would result 
if either or both the tax or the draw- 
back were changed without maintain- 
ing the one-dollar spread. 

Other recommendations concerned 
primarily further tax relief and defer- 
ment of payment of the taxes. A spokes- 
man for a brewers’ association requested 
that brewers be permitted to pay their 
taxes on the fifteenth of each month 
instead of within 24 or 48 hours and 
that tax-free transfers between brew- 
eries of the same brewer be extended 
to apply even though separate corpo- 
rations are involved. 

The Treasury Department has in 
general opposed the deferment of tax 
payments because of the adverse effect 
they would have upon the tax rev- 
enues at the time of transition to a 
deferred basis. 


Tobacco products 

Excise taxes on tobacco products 
are prepaid by means of the purchase 
of tax stamps. A spokesman for the 
industry indicated that $150 million to 
$200 million are tied up in this way. 
The Internal Revenue Code of 1954 in 
Section 5703 directed the Secretary of 
the Treasury to place these taxes on a 
return basis but that the stamp tax 
should be continued until that were 
done. Several industry spokesmen in- 
dicated there had been an undue delay 
in implementing the return system and 
requested legislation to effectuate the 
transition at a near future date. 

A tax on filled cheese was first im- 
posed June 6, 1896. The regulations 
implementing this tax were last issued 
and revised in 1926. In the meantime 
very substantial changes have occurred 
in the packaging and marketing of this 
product. Many changes were recom- 
mended for modernizing the law and 
regulations and for the repeal of the 
annual taxes of $400 on manufacturers, 
$250 on wholesalers, and $12 on re- 
tailers. Among the recommendations re- 
lating to marketing was the proposal 
that Section 4834 be amended so as to 
relieve retailers from having to display 
in their salesroom in a conspicuous place 
a sign bearing the words “Filled Cheese 


Sold Here.” w 
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INDEX OF NEW DECISIONS 


NEW DECISIONS are listed below by the 


single significant word in the citation, generally 


the taxpayer’s 


last 


or principal 


name. 


The 


number is page where summary will be found. | 


| American Pipe & 
steel 


Ste 
Anderson, Clayton 
Archer 


Baird 
Barber Oil 
Bardin 


| Beggy 


Brown 


Chandler 

Charles 

Corn Prod. Refin- 
ing Co. 

Cortese 

Criste 


Dent Est. 
Dix Est. 
Donner Est. 


Eagle 
Elsas 


Ferris 
Findley 
Ford 


Gannett Est. 
Grant Est. 
Greenfield 


Harmon 

Hart 

Heasley 
Hoover Motor 
Hulbert 


Irving 


Jackson 
John 

Jones Est. 
Jurkiewicz 


Kampmeyer 
Kilpatrick 
Klempner 


Laughinghouse 
Lee Est. 
La. Irrigation 


REVENUE RULINGS: 


100 
99 
104 


100 
89 
120 


11 
11 
1¢ 


1 
1 
)4 


110 
90 
104 

88 
90 


121 

87 
110 
105 


104 
104 


105 
104 
99 








| McCartney 121 | 
McCullough Est. 110 | 
| McDaniel 100 | 
| inn Est. 110 | 
Merritt Est. 89 
Metz 87 
Miller 123 
Moe 90 
Mont.-Dak.- 
Utilities 100 
Mt. Morris Drive- 
In 88 
| O’Brien 87, 99 
Oesterreich 88 
| Old Orange 
County 105 | 
Olson 99 
Pellar 89 
Penna. Electric Co. 90 
| Peterson Est. 111 
| Pleason 103 
| 
Red Star Yeast 88, 89 
Reherman 105 
Reilly Est. 110 
evere Racing 
| __ Assoc. 121 
| Rich Lumber Co. 90 
Rodgers 120 
Ross 88 
| 
| 
| 
| Saltzman 88 
Simmons 110 
Smith 105 
| Smith Est. lll 
Stapleton 105 
Steiner 120 
| Straehley 89 
Thomas Est. 87 
| Tucker 90 
Two-L-Realty 99 
Union Packing Co. 
, 99, 121 
Weil Est. lll 
Weyenberg Est. 110 
Whitmore 121 
Wolcher 104 
Wood 88, 104 
Woodham 105 
Wynekoop 110 
| Zacher 103 


The first number is 


that of the Ruling, the second is the page 
number where a summary of the ruling will 


be found. 


55-583 117 
55-613 117 
55-622 111 
55-623 117 
55-628 123 
55-629 123 
55-630 117 
55-644 117 
55-658 117 
55-669 117 
55-670 123 
55-679 111 
55-681 123 
55-682 110 


55-683 111 
55-690 117 
55-691 90 
55-694 87 
55-702 100 
55-703 88 
55-704 89 
55-706 87 
55-709 111 
55-713 89 
55-714 121 

5-717 90 
55-724 100 
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FEDERAL TAX HANDBOOK 
Twentieth Edition, For 1956 


his is the most complete book published on 
federal taxation: and a means of increased in- 


come for you! 


Here is a one-volume tax library, written by practi- 
tioners for practitioners, which gives you a full 


presentation of the law of federal taxation. 


The revised and enlarged twentieth edition contains 
specimen forms; and it will safely guide you in the 


preparation of federal tax returns. 


You'll find it surprisingly valuable for your client’s 


year-round tax problems also. 


Order your copy today, and be prepared to under- 
stand and explain the tax problems with which 
your clients are faced.............ccssecccveces $20.00 


THE MICHIE COMPANY 


LAW PUBLISHERS, CHARLOTTESVILLE, VA. 











